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FROM EVERY POINT OF VIEW 
Royal’s New No. 1 is the greatest typewriter ever 
produced! It is truly a revelation in modern de- 
sign and performance. The beauty of its graceful, 
sweeping lines ... MAGIC Margin .. . the wide 
variety of its advanced Features of the Future... 
its smooth, quiet, well-nigh effortless operation 

. all contribute toward making this New Easy- 
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constant progress! No 
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the rest, automatically! 
No fuss! No fret! 
Click—it's set! 
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Scanning Controllership Scene. 








Objectionable Features of New Proxy Regulations 

Controllers are giving serious thought to the effects of 
the new proxy regulations promulgated recently by the 
Securities and Exchange Commission. Some very defi- 
nite statements with respect to what are termed objec- 
tionable features of the new regulations have been re- 
ceived by The Controllers Institute of America, with a 
request that efforts be made to bring about further modi- 
fication of the regulations. One controller points out 
that: (1) Stockholders may not vote at all on some im- 
portant matters, thus preventing action; (2) many may 
not send in proxies at all; (3) men competent to head 
organizations may be discouraged from continuing their 
useful service to corporations because of the needless 
publicity given to their personal affairs; (4) companies 
have not the right to reject and prevent mailing to stock- 
holders any communications which might be untrue or 
misleading, or to subject such possibly untrue or mislead- 
ing communications to verification. These are but a few 
of the objections to the new rulings. 
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To those who must give effect in the returns to be filed next year 
under the Federal Revenue Act of 1938 to the changes made in the 
taxing statute, the material presented in this issue by Messrs. Ells- 
worth C. Alvord and Thomas Tarleau will come as a concrete aid. 
Controllers will find it timely, specific, and constructive. The 
analyses presented, of the changes made and of their effects, are clear, 
and stated simply. 


A definite program for improvement of employer-employee rela- 
tions is given in this number by Mr. Lawrence Q. Appley, educa- 
tional director of the Socony-Vacuum Oil Company, Inc. He 
delivered the address before the Detroit Control of The Con- 
trollers Institute of America. It is a concise statement of methods 
which have worked out well in many companies, based on a well 
defined set of principles. 


?. 
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Mr. Eugene G. Boutelle breathed life and animation 
into the subject of internal auditing in a paper which he 
presented in Boston in September in a meeting of the 
New England Control of The Controllers Institute of 
America. His paper is presented in this issue. It is 
worth careful reading. 
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Solving Controllership Problems 
Approximately 128 members of The Controllers Institute of 
America have accepted appointments to committees, and will con- 
tribute their time and thought to the solution of controllership prob- 
lems. It is not surprising, when so many men are willing to help in 
such work, that real progress is being made in this field. 
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Wage-Hour Law Problems 
As this issue was being closed, Mr. Frank Rising, labor and 


management editor of “Business Week,” was addressing a meeting 
of the New York City Control on “The Wage-Hour Law.” Mr. 


Rising is probably as well informed concerning the fine points of 
that law, and with respect to the rulings that have been made 
concerning it and the advisory opinions that have been issued, as 
anyone outside of the administration. He has frequent conferences 
with Mr. Elmer F. Andrews and his attorneys and economists, and 
keeps in close touch with current developments; also with the 
trend of thought within the administration. Members of the New 
York City Control had been asked to present questions in ad- 
vance, and they responded voluminously. Mr. Rising went through 
the entire list of questions and gave direct answers. Other ques- 
tions were asked from the floor. A record was made of the entire 
proceedings. This record will be published promptly and made 
available to members of The Controllers Institute of America. 
The booklet may be had by non-members of The Institute at a 
low price, which has not been fixed as yet. Non-members who 
wish to obtain copies are invited to notify The Institute promptly, 
stating the number of copies they wish. They will be sent 
promptly. A post-card or letter will suffice. 


Budget Time Is Here 
Controllers of manufacturing companies who will be 
preparing budgets this month and next could profit by 
‘Budget Methods and Procedures 
which is a report of the 


reading the booklet, 
of Manufacturing Companies,” 


proceedings of a conference held last spring by The 


Controllers Institute of America. About one hundred 
and sixty controllers took part in this conference, and 
during the three hours of discussion the budget practices 
of thirteen large companies were described. Copies of 
the forty page booklet have been sent to the members 
of the Controllers Institute of America. About 300 
copies remain which are available to non-members of 
The Controllers Institute of America at one dollar 
apiece. This booklet has been pronounced the latest 
word in budget literature. It is practical in its presenta- 
tion of the subject. 


Who Should Have Title to Working Papers? 

This question has been raised in an interesting fashion by the 
action of a governmental agency in subpoenaing certain nationally 
known firms of public accountants to produce all the reports, work- 
ing papers, supporting documents and other information in their 
possession, as a result of making annual audits of a group of com- 
panies. The subpoena places the public accountants in a position 
where they must decide whether to protect the interests of their 
clients by resisting the subpoena, or to yield the working papers 
and reports. The dragnet subpoena raises many far reaching ques- 
tions, which are discussed in this issue in an interesting fashion by 
Mr. Moultrie Hitt, attorney, of Washington, D. C., who repre- 
sents the companies involved. The course of this case will be 
watched with consuming interest by controllers and other corpo- 
rate officers. Should they take the stand that ownership of such 
working papers should be vested in the client, so that they may 
protect them from dragnet subpoenas, if the public accountants 
do not wish to do so? Here is a matter of vital importance to 
business. 
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Wee law interpretations, changes in 
federal taxation, and now the question as to 
who is to protect public accountants’ working papers 
from dragnet subpoenas—these are some of the cur- 
rent problems confronting controllers; and the great- 
est of these, it appears, is the protection of account- 
ants’ working papers. 

The wage-hour law interpretations will come in 
due course, out of the experiences of the thousands 
of companies which are now wrestling with the 
special problems presented by the conditions pre- 
vailing in their own lines of business. 

This number of THE CONTROLLER covers in con- 
siderable detail, and quite authoritatively, the fed- 
eral revenue act’s changes and the new questions en- 
tailed. This information is presented thus early with 
the thought that it may be used to advantage by 
business concerns generally. 

The question as to whether public accountants’ 
working papers may be protected from dragnet sub- 
poenas is now in process of being decided in the 
courts. It is a matter of great concern to business, 
as well as to public accountants. The facts, and con- 
siderable comment from the point of view of at- 
torneys of one company which is attempting to 
prevent a governmental agency from taking from 


the public accountants involved, the working papers 
prepared during an audit, are given in this issue 
of THE CONTROLLER. They present a far reaching 
problem. 

Public accountants have for years been attempting 
to establish the principle of privilege as applied to 
their relations with clients, on practically the same 
basis as that existing between physicians, or lawyers, 
and their patients and clients. The accountants have 
made considerable progress in that direction. In a 
number of states laws have been enacted extending 
such privilege to public accountants. 

And now comes a test, in the form of a dragnet 
subpoena which calls, among other items, for the 
working papers prepared during an audit of a 
client’s affairs. , 

To top this off, there comes a proposal from the 
company attorney involved, that the accounting 
profession now reverse itself and agree to a proposal 
that title to the working papers herafter be specif- 
ically vested in the client, with an agreement that 
the public accountants retain custody, for their own 
protection. 

The attitude of the accounting profession will be 
noted carefully. In the meantime, should controllers 
take a position? Urge a changed procedure? 
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When You Are Asked to. Recommend 


i help you in making suggestions, when asked by 
employees or by personal acquaintances to suggest a 


plan of accounting training, your attention is called to 


the educational organi- 
zation of the Interna- 
tional Accountants So- 
ciety, Inc., here shown. 

The four men com- 
posing the Executive 
Educational Committee 
are responsible for 
I. A. S. educational ac- 
tivities and policies, 
with particular refer- 
ence to text material, 
research, standards, 
and technical methods. 

The sixteen Certified 
Public Accountants 
composing the I. A. S. 
Faculty are actively en- 
gaged in preparing text 
material, giving con- 
sultation service, or 
grading students’ pa- 
pers. Some give their 
time and attention ex- 
clusively to I. A. S. 
work. Others who are 
in actual practice of 


public accounting or 


tad provi 


an Accounting Course 


corporation accounting, devote only part time to the 
work. Each subscriber secures the advantage of having 
his examinations handled by instructors from both groups. 
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“ACCOUNTING—The Way to Business Success.” 


The forty members 
of the Advisory Board 
are outstanding Certi- 
fied Public Account- 
ants, business execu- 
tives, attorneys, and 
educators, who counsel 
with the I. A. S. man- 
agement, upon request, 
with respect to tech- 
nical accounting, edu- 
cational, and business 
matters. 

The uniformly high 
caliber of the men who 
compose the I. A. S. 
Staff is in itself elo- 
quent testimony as to 
I. A. S. training. The 
cooperation of Staff 
members in various ad- 
visory and consulting 
capacities provides the 
practical, broad view- 
point which is so neces- 
sary in any plan of 


adult education. 


de additional information which may be of value to you when asked to recommend a train- 
ing plan, we shall be glad to mail you, upon request, a copy of our 56-page booklet 


INTERNATIONAL ACCOUNTANTS SOCIETY, inc. 
A Division of the ALEXANDER HAMILTON INSTITUTE 
3411 South Michigan Avenue 


Cuicaco, ILunots 
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Ldttort.al Comment 


wa law interpretations, changes in 
federal taxation, and now the question as to 
who is to protect public accountants’ working papers 
from dragnet subpoenas—these are some of the cur- 
rent problems confronting controllers; and the great- 
est of these, it appears, is the protection of account- 
ants’ working papers. 

The wage-hour law interpretations will come in 
due course, out of the experiences of the thousands 
of companies which are now wrestling with the 
special problems presented by the conditions pre- 
vailing in their own lines of business. 

This number of THE CONTROLLER covers in con- 
siderable detail, and quite authoritatively, the fed- 
eral revenue act’s changes and the new questions en- 
tailed. This information is presented thus early with 
the thought that it may be used to advantage by 
business concerns generally. 

The question as to whether public accountants’ 
working papers may be protected from dragnet sub- 
poenas is now in process of being decided in the 
courts. It is a matter of great concern to business, 
as well as to public accountants. The facts, and con- 
siderable comment from the point of view of at- 
torneys of one company which is attempting to 
prevent a governmental agency from taking from 


the public accountants involved, the working papers 
prepared during an audit, are given in this issue 
of THE CONTROLLER. They present a far reaching 
problem. 

Public accountants have for years been attempting 
to establish the principle of privilege as applied to 
their relations with clients, on practically the same 
basis as that existing between physicians, or lawyers, 
and their patients and clients. The accountants have 
made considerable progress in that direction. In a 
number of states laws have been enacted extending 
such privilege to public accountants. 

And now comes a test, in the form of a dragnet 
subpoena which calls, among other items, for the 
working papers prepared during an audit of a 
client’s affairs. 

To top this off, there comes a proposal from the 
company attorney involved, that the accounting 
profession now reverse itself and agree to a proposal 
that title to the working papers herafter be specif- 
ically vested in the client, with an agreement that 
the public accountants retain custody, for their own 
protection. 

The attitude of the accounting profession will be 
noted carefully. In the meantime, should controllers 
take a position? Urge a changed procedure? 
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Should Accountants Yield Working 


Papers under Dragnet Subpoena? 


Question Raised by Effort of Government Agency to Compel Nationally Known Firm 
to Produce Records—Accountants Feel Constrained to Obey Subpoena—Client Obtains 
Temporary Restraining Order—Is Accountant Privileged—Article by MouvtRi£ Hitt. 


— of far-reaching im- 
portance is raised in this article, 
written by Mr. MOULTRIE HITT, at- 
torney, of Washington, D. C. The arti- 
cle is based on a case now in the courts 
and the title of the action and the iden- 
tities of the litigants are therefore not 
presented here. 

Much could be written on the sub- 
ject of the privileged relations between 
public accountants and their clients. It 
is a subject to which the organizations 
of professional public accountants have 
given long study. It has been the aim 
of public accountants to establish the 
principle of privilege. Now the ques- 
tion arises as to whether they are will- 
ing to exercise it, and to defend it. 

The proposal is made by Mr. Hitt 
that title to accountants’ working pa- 
pers might be vested in the client, the 
public accountant to have custody, for 
his own protection, under a contrac- 
tual agreement. 

The client obviously has an inter- 
est in the papers—perhaps a right to 
them. It is a vital point. The whole 
subject is one of utmost importance to 
controllers. 

—THE EDITOR. 


A number of interesting questions 
have been raised incident to the re- 
cent action of a government agency 
in subpoenaing certain nationally 
known firms of certified public ac- 
countants to produce all the reports, 
working papers, supporting docu- 
ments and other information which 
might be in the possession of those 
firms as the result of their employ- 
ment to make annual audits of the 
accounts of a large number of com- 
panies, instead of subpoenaing from 
the companies themselves the records 
relevant to the proceeding then pend- 
ing. 


The accountants notified their 
clients of this demand and an- 
nounced that they felt constrained to 
obey the subpoenas and deliver up 
all the information they had, where- 
upon the clients sought and obtained 
a temporary restraining order en- 
joining the accountants from doing 
so, but final action has not yet been 
taken. 

No explanation has been vouch- 
safed as to why the government 
agency moved in this indirect way, 
but speculations upon these reasons, 
however, include the theory that by 
reason of (1) the close supervision to 
which the certifications by account- 
ants are now subject, and (2) the 
fact that it was the privacy of third 
parties which was being invaded, the 
government agency may have an- 
ticipated less resistance from the ac- 
countants than they could normally 
expect from some or all of the com- 
panies themselves when confronted 
by a wholesale invasion of their right 
of privacy by dragnet subpoenas. 


BusINEss May ANTICIPATE 
More PROBING 

It closely approaches the truth to 
say that so far as railroads and other 
public utilities are concerned, they 
are already subjected to such far- 
reaching requirements for uniform 
accounting, preservation of records 
and detailed reports that they have 
little privacy, and with the present 
trend to closer and closer Federal con- 
trol all businesses heretofore con- 
sidered strictly private may well an- 
ticipate more and more pressure to 
subject their affairs to similar ex- 
posure for the edification of their 
competitors and rivals, for strike suit 
speculators, for news mongers seek- 


ing material to sensationalize, and to 
the curiosity of the idle of ill will. 

If this unusual mode of approach 
by subjecting certified public account- 
ants to dragnet search and seizure 
grows, either by governmental bodies 
or by private litigants, it may be- 
hoove the members of The Control- 
lers Institute of America to give that 
situation some careful thought. 

First, it may be worth while to re- 
call the general fact that the Fourth 
Amendment, supported by the Fifth 
Amendment, was expressly conceived 
to safeguard rights of privacy against 
unreasonable search and seizure by 
governmental agents and administra- 
tors; and recent expressions of the 
Supreme Court would seem to indi- 
cate that those safeguards have not 
lost their vitality. 

In the rather recent case of Jones 
v. Securities and Exchange Commis- 
ston, 298 U. S. 1, 33, decided April 
6, 1936, the Supreme Court of the 
United States took occasion to empha- 
size strongly these constitutional safe- 
guards, saying, among other things: 


“The philosophy that constitutional 
limitations and legal restraints upon offi- 
cial action may be brushed aside upon the 
plea that good, perchance, may follow, 
finds no countenance in the American sys- 
tem of government. An investigation not 
based upon specified grounds is quite as 
objectionable as a search warrant not 
based upon specific statements of fact. 
Such an investigation, or such a search, is 
unlawful in its inception and can not be 
made lawful by what it may bring, or by 
what it actually succeeds in bringing, to 
light. Cf. Byars v. United States, 273 
U. S. 28, 29, and cases cited. If the action 
here of the commission be upheld, it fol- 
lows that production and inspection may 
be enforced not only of books and private 
papers of the guilty, but those of the in- 
nocent as well, notwithstanding the pro- 
ceeding for registration, so far as the 
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power of the commission is concerned, 
has been brought to an end by the com- 
plete and legal withdrawal of the regis- 
tration statement. 

“Exercise of ‘such a power would be 
more pernicious to the innocent than use- 
ful to the public’; and approval of it 
must be denied, if there were no other 
reason for denial, because, like an unlaw- 
ful search for evidence, it falls upon the 
innocent as well as upon the guilty and 
unjustly confounds the two. Entick v. 
Carrington, 19 Howell’s St. Trials, 1030, 
1074—followed by this court in Boyd 
v. United States, 116 U. S. 616, 629- 
630. No one can read these two great 
opinions, and the opinions in the Pacific 
Ry. Comm. case, (32 Fed. 241, 250) from 
which the foregoing quotation is made, 
without perceiving how closely allied in 
principle are the three protective rights 
of the individual—that against compul- 
sory self-accusation, that against unlawful 
searches and seizures, and that against 
unlawful inquisitorial investigations. They 
were among those intolerable abuses of 
the Star Chamber, which brought that 
institution to an end at the hands of the 
Long Parliament in 1640. Even the short- 
est step in the direction of curtailing one 
of these rights must be halted in limine, 
lest it serve as a precedent for further 
advances in the same direction, or for 
wrongful invasions of the others.” 


However, this does not mean that 
certified public accountants are 
wholly exempt from search and sei- 
zure of records relating to audits 
made for their clients, for they, in 
common with other citizens, are sub- 
ject to reasonable search and seizure. 

What constitutes a reasonable or 
unreasonable search and seizure in 
any particular case is purely a judicial 
question, determinable from a con- 
sideration of the circumstances in- 
volved, including, among other 
things, the lawful power to search, 
the purpose of the search, the pres- 
ence or absence of probable cause, 
the manner in which the search and 
seizure was made, the place or thing 
searched, and the character of the 
property searched or seized. 


Is PROPOSED SEIZURE REASONABLE ? 

Therefore, the problem in any 
given situation where a violation of 
“due process” is alleged is to deter- 
mine whether or not the search and 
seizure in question is or is not one 
sanctioned as reasonable by ‘the cus- 
tomary law of the land,” so that the 


prohibitions of the Fourth and Fifth 
Amendments do, or do not, apply. 

Conceding that there are situations 
in which it would be quite lawful 
and proper to subpoena evidence in 
the hands of accountants, it is well 
established, however, that a dragnet 
subpoena is not lawful. The classic 
expression of this principle is in 
Federal Trade Commission v. Amer- 
ican Tobacco Company, 264 U. S. 298, 
decided March 17, 1924. The Su- 
preme Court, ina unanimous opinion 
written by Justice Holmes, denied 
a claim by the Commission to an un- 
limited right of access to the com- 
pany’s records. 


“Anyone who respects the spirit as well 
as the letter of the Fourth Amendment 
would be loath to believe that Congress 
intended to authorize one of its sub- 
ordinate agencies to sweep all our tradi- 
tions into the fire (Interstate Commerce 
Commission v. Brimson, 154 U. S. 447, 
479, 38 L. ed. 1047, 1058, 4 Inters. Com. 
Rep. 545, 14 Sup. Ct. Rep. 1125), and to 
direct fishing expeditions into private pa- 
pers on the possibility that they may 
disclose evidence of crime. * * * The in- 
terruption of business, the possible rev- 
elation of trade secrets, and the expense 
that compliance with the commission’s 
wholesale demand would cause, are the 
least considerations. It is contrary to the 
first principles of justice to allow a 
search through all the respondents’ rec- 
ords, relevant or irrelevant, in the hope 
that something will turn up. 


A recent case in the District of Co- 
lumbia is that of Hearst v. Black, et al., 
87 F. (2d) 68, 71, wherein it was 
well said: 


“In principle, therefore, we think that 
a dragnet seizure of private telegraph 
messages as is alleged in the bill, whether 
made by persons professing to act under 
color of authority from the government 
or by persons acting as individuals, is a 
trespass which a court of equity has 
power to enjoin.” 


Furthermore, even where the sub- 
poena is specific and in no sense a 
dragnet, it may still be bad because it 
is issued without valid warranty of 
law. This principle was well stated 
in Amazon Petroleum Corporation v. 
R.R. Comm. of Texas, 5 Fed. Supp. 
639, decided February 12, 1934, by 
Judge Bryant of the United States 
District Court for the Eastern Dis- 
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trict of Texas, Tyler Division, by the 
following short summary: 


“It has been repeatedly held that in 
order to subject one to inquisitions, visit- 
ations, and interrogations by extra-judicial 
bodies for the purpose of obtaining in- 
formation against them, statutory author- 
ity for such claim or right must be shown 
to plainly and definitely confer upon such 
bodies such authority.” 


With the foregoing background 
some of the questions which this oc- 
currence raises are: 


Wuat Is Duty oF PUBLIC 
ACCOUNTANT ? 


(1) What is the ethical and legal 
duty of a certified public accountant 
to preserve the confidentiality of 
communications with clients for 
whom it has made audits? Entering 
into this question are several subsidi- 
ary questions, such as: 


(a) Should the accountant claim priv- 
ilege for the confidential communica- 
tions of the client? 


The last word has not yet been said 
upon the law of confidential com- 
munications, and strangely enough 
there seems to be only one case, In 
re Fisher, 51 F. (2d) 424, which is 
directly on the point or the common 
law rule governing the confidential 
communications of clients to public 
accountants, although there are 
eleven American jurisdictions in 
which as a matter of public policy 
the privilege has been declared by 
statute. 

Wigmore, in his philosophical 
work on “Evidence” reviews the evo- 
lution of the common law principle 
of the rule of privilege in respect of 
confidential communications, and 
states the general rule as follows: 


“Looking back at the principle of 
Privilege, as an exception to the general 
liability of every person to give testi- 
mony to all facts inquired of in a court 
of justice, and having in view that pre- 
ponderance of extrinsic policy which 
alone can justify the recognition of any 
such exception (ante, §§ 2192, 2197), 


four fundamental conditions may be pred- 
icated as necessary to the establishment 
of a privilege against the disclosure of 
communications between persons standing 
in a given relation. (1) The communica- 
tions must originate in a confidence that 
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they will not be disclosed; (2) This ele- 
ment of confidentiality must be essential 
to the full and satisfactory maintenance 
of the relation between the parties; (3) 
The relation must be one which in the 
opinion of the community ought to be 
sedulously fostered; and (4) The injury 
that would inure to the relation by the 
disclosure of the communications must 
be greater than the benefit thereby gained 
for the correct disposal of litigation.” 


A recent work by Professor Wiley 
Daniel Rich, published by the Ameri- 
can Institute Publishing Company, 
Inc., analyzes the public accountant- 
client relation, and criticises the In re 
Fisher decision in the following words: 


“The public accountant-client relation 
meets all four requirements of the com- 
mon law for privileged communications. 
In practically every audit there are com- 
munications of a confidential nature made 
by the client to the public accountant; 
and in some instances the public account- 
ant gives confidential information to his 
client. Without the belief that the secrets 
of his business—his lists of customers, 
present and potential, his plan of organ- 
ization, his costs of operations, his secret 
processes—would be held in confidence, 
the client would cease to employ the serv- 
ices of public accountants, for the very 
existence of his business may be depend- 
ent upon these secrets. In the third place, 
the community unquestionably is interested 
in fostering the relation of account- 
ant and client. If not, why has the com- 
munity enacted laws promoting the stand- 
ards of accounting practice? And in the 
fourth place, the detriment resulting from 
the disclosure of the client’s secrets might 
easily be far reaching. In many instances 
the very existence of a business is de- 
pendent upon its superior organization, 
its peculiar knowledge of its market, its 
low cost of production or other charac- 
teristics not known to competitors. The 
revelation of these secrets might easily 
destroy the business itself. The knowl- 
edge that such secrets might be revealed 
would deter entrepreneurs from originat- 
ing promotions. The stifling effect of dis- 
closures would be enormous and doubt- 
less would exceed the benefit that might 
accrue to the administration of justice 
through the public accountant’s revelation 
of secrets peculiar and vital to the busi- 
ness, 

“In the case In re Fisher, supra, the 
court did not take the trouble to analyze 
the accountant-client relation to deter- 
mine whether that relation fulfills the re- 
quirements of common law for privileged 
communications. It is true that account- 
ing statements are designed for exhibi- 
tion to others generally and would not, 
therefore, constitute a communication in 





confidence. The working papers of the 
accountant are not designed for presenta- 
tion to others. The working papers gen- 
erally contain confidential matters never 
revealed in the financial statements. The 
working papers, as well as other com- 
munications made in confidence, meet all 
the requirements for privileged informa- 
tion.” 


It takes but very little reflection to 
realize that with the increased com- 
plexity of our modern civilization 
it is vastly in the interest of society 
to foster the highest degree of con- 
fidential relationship between client 
and public accountant, in order that 
the assessment and collection of com- 
plicated taxes may be made correctly 
with a minimum of litigation; and 
that the public regulation of the in- 
strumentalities of modern business, 
and measures for the safety of inves- 
tors may be made most efficient and 
effective; and the time may now be 
ripe to present these considerations 
to the courts so they may clearly per- 
ceive and declare that the true prin- 
ciples of the common law of privi- 
leged communications apply to the 
profession of certified public account- 
ancy. 


WHO SHOULD OWN WORKING 
PAPERS ? 

(b) Should the ownership of the 
working papers in connection with 
an audit by certified public account- 
ants lie with the certified public ac- 
countant or with the cliest? (In 
order to obviate the technical argu- 
ment that if the accountant owns the 
working papers the client has no pro- 
tectible property right.) 

Accountants have long contended 
for the ownership of the working 
papers, and while they have been 
sustained in that position by a lead- 
ing case in Massachusetts, Ipswich 
Mills v. Dillon, 157 N.E. 604, de- 
cided in 1927, if they are now going 
to be resorted to for information 
upon the private affairs of their 
clients, it may be quite advisable for 
the profession to now make a fresh 
assessment of present circumstances 
with a view to determining if it 
might not be to their best interest to 
reverse their traditional policy and 
contend instead for the principle 





that the legal title to the working 
papers does rest in the client. Obvi- 
ously the interest of the accountant 
would be against any such change of 
policy unless they could be assured 
of just as much protection by some 
alternative method as though they 
did have the actual property right; 
and as a suggestion for this the em- 
ployment contracts between account- 
ants and their clients could incorpo- 
rate express provisions which, though 
recognizing the property rights of 
the clients to the working papers, 
would vest the right of custody of 
those papers in the accountants as 
the agent of their clients. 


LIABILITY WITH RESPECT TO 
SUBPOENAS 

(c) What is the moral and legal 
duty and the liability of an account- 
ant in respect to subpoenas which 
are lacking in lawful authority ? 

It seems rather obvious that if ac- 
countants surrender the confidences 
of their clients on the demand of 
every subpoena without considera- 
tion of its lawful validity, they will 
sometimes do so at the risk of a 
breach of moral trust, and of a legal 
duty, for which they may be liable in 
damages. That every subpoena is not 
lawful is obvious from what has al- 
ready been shown, although there are 
comparatively few decisions on these 
particular points. However, in rela- 
tion to the records of bankers, this 
sort of situation was strongly char- 
acterized in a decision by the Third 
Circuit Court of Appeals in Zim- 
mermann v. Wilson, 81 F. (2d) 847, 
decided February 11, 1936, as follows: 


“It is the information the bankers’ 
books contain, and not the books in which 
that information is recorded that is the 
property right of these taxpayers, a prop- 
erty right this court protects by injunctive 
relief. But, * * * we regard the search 
here asserted as a violation of the natural 
law of privacy in one’s own affairs which 
exists in liberty loving peoples and na- 
tions—for no right is more vital to ‘lib- 
erty and the pursuit of happiness’ than 
the protection of the citizen’s private af- 
fairs, their right to be let alone. And that 
right extends to the records of his trans- 
actions from the unreasonable inspection 
and examination thereof by unwarranted 
governmental search. If due protection 
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of this natural right be denied him by the 
courts, his other rights and his citizen- 
ship lose their value. 

“A hundred and fifty years ago the far- 
seeing men who framed the Constitution, 
mindful of the fact that they had been 
wrongfully subjected to unreasonable 
search, placed the rugged barrier, ‘the 
right of the people to be secure in their 
* %* % papers, * * * against | unreason- 
able searches’ (Const. Amend. 4), in the 
pathway of the government then to be 
established, and made the courts the stern 
guardians of that barrier if government 
was tempted to violate it.” 


The Hearst v. Black case: In a nota- 
ble recent case which arose in the 
District of Columbia, 87 F. (2d) 68, 
a Senate Committee acting in concert 
with the Federal Communications 
Commission had examined the rec- 
ords of the Western Union Tele- 
gtaph Company and made copies of 
telegrams to or from complainant, 
and while the District Court and the 
Court of Appeals refused to enjoin 
the Senate because it was a co-ordi- 
nate branch of the government, the 
Court of Appeals (87 F. (2d) 68, 
72) did not hesitate to declare that 
the nature of the search was unlaw- 
ful, saying in conclusion: 


‘sk & %& and in this view the assump- 


tion may properly be indulged that, at- 
tention being called to the unlawful na- 
ture of the search, the Senate will not use 
its proceeds in disregard of appellant's 
rights.” 


SERVICE COMPANY COULD BE 
RESTRAINED 


The Court declared that if a Senate 
Committee had attempted to force a 
telegraph company to produce tele- 
grams not pertinent to the matters 
the Committee was created to investi- 
gate, the company could be re- 
strained. The Court said: 


“In principle, therefore, we think that 
a dragnet seizure of private telegraph mes- 
sages as is alleged in the bill, whether 
made by persons professing to act under 
color of authority from the government 
or by persons acting as individuals, is a 
trespass which a court of equity has 
power to enjoin. 

* *£ &£ & *€ 

“And so we think the law is settled 
that, if appellant were before the Senate 
Committee as a witness and were ques- 
tioned as to matters unrelated to the 
legislative business in hand, as his bill 
alleges is true of the messages in ques- 
tion, he would be entitled to refuse to 
answer; and if, for his supposed con- 
tumacy, he were imprisoned, he could se- 
cure his release on habeas corpus, and so, 
also, if a Senate Committee were to at- 
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tempt to force a telegraph company to 
produce telegrams not pertinent to the 
matters the committee was created to in- 
vestigate, the company could be re- 
strained at the instance of the sender of 
the telegram, * * *” 


While it may be true that the ques- 
tions whether or not a subpoena is a 
lawful one which must be obeyed, 
or whether it is unlawful because 
dragnet, or lacking in proper legal 
authority which can be disregarded 
with impunity, may be very difficult 
ones for a certified public accountant, 
especially one who is not also a law- 
yer, the clients of certified public ac- 
countants may well give considera- 
tion to this situation in the choice of 
equally capable accountants, as to 
whether or not they are overready 
to surrender the confidence of their 
clients. 

The dilemma of the public ac- 
countant in such circumstances adds 
force to the desirability of (a) the 
wider establishment as to the certified 
public accountant of the principle of 
privilege for confidential communi- 
cations; and (b) the establishment, 
by contract or otherwise, of the prop- 
erty ownership of working papers in 
the clients. 


Principal Changes in Revenue Act 
Analyzed, Effects Described 


Undistributed Profits Tax, Capital Gains and Losses, Corporate Liquidations, Last-In, 
First-Out Inventory Valuation Method, Pension Trusts, Deficiency Dividends, Present 
Complicated Problems for Corporate Tax Officials—Paper by ELLswortuH C. ALVoRD. 


HE changes brought about by the 

Federal Revenue Act of 1938 were 
sweeping and far reaching. With the 
thought in mind that these changes 
should be defined and interpreted, and 
their probable effects analyzed, THE 
CONTROLLERS INSTITUTE OF AMERICA 
sought the cooperation of the best au- 
thorities possible, with the result that 
Mr. ELLswortH C. ALVorRD accepted 
an invitation to address the Seventh 
Annual Meeting of the organization. 
Mr. ALvorD is an attorney, of Wash- 


ington, D. C. His experience in tax 
matters dates back many years, both as 
a government official, and as a con- 
sultant. He assisted in drafting the 
revenue laws of 1921 through 1928, 
also tariff acts and railroad legislation. 
He was for several years special assist- 
ant to the Secretary of the Treasury. 
He has been engaged in the practice of 
law since 1930, in Washington. 

This material is timely, and should 
be of incalculable benefit to control- 
lers. —THE EpIrTor. 


The undistributed profits tax cre- 
ated by the Revenue Act of 1936 is 
no longer a part of the revenue laws 
—though its infinite problems will 
be with us for years. It has been re- 
placed by a credit against the corpo- 
rate normal tax for dividends paid.1 

The distinction is one of princi- 
ple, as well as form. The principle 
of a high penalty tax levied on un- 
distributed earnings and designed to 


* Section 27. 
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compel the distribution of those 
earnings at all costs has been re- 
pudiated. For it, there has been sub- 
stituted a policy of affording reason- 
able encouragement to the payment 
of dividends by allowing credit 
therefor against a flat corporate tax.” 
This shift in emphasis from impos- 
sible penalties on retention towards 
moderate encouragement of distribu- 
tion is important. To me it reflects 
a permanent policy on the part of 
Congress to scrap the penalty tax 
principle forever. 

The dividends-paid credit is ap- 
plicable only to corporations having 
net incomes in excess of $25,000, 
smaller corporate incomes being 
taxed at flat rates. The normal tax 
on the larger corporations has been 
fixed at 19 per cent., a rate which 
can be reduced by application of the 
dividends-paid credit.4 The maxi- 
mum reduction permitted by the Act 
is 214 per cent. for a dividends-paid 
credit equal to 100 per cent. of net 
income. Since a corporation must re- 
tain money to pay the tax, for which 
no credit is allowed, and therefore 
can not distribute 100 per cent. of 
its met income in any year without 
dipping into prior accumulated prof- 
its, it is more accurate to say that, in 
the normal case, the maximum divi- 
dends-paid credit is approximately 
2.1 per cent and the minimum rate 
of tax 16.9 per cent.5 

The term ‘“‘dividends-paid credit” 
is perhaps a misnomer. The credit 
actually includes: 


(1) A “basic surtax credit,” consist- 
ing of— 

(a) dividends paid during the 
year, 


?See Report No. 1860, House of Repre- 
sentatives, 75th Cong., 3d Session, p. 4. 

® Section 14. To bridge the gap between 
the flat rates of tax on corporations having 
net incomes of less than $25,000 and the 
general tax provisions, an alternative 
method of tax is provided for corporations 
with net income slightly more than $25,- 
000. Section 13(d). 

*Section 13. 

* For example, a corporation with an ad- 
justed net income of $100,000 would be li- 
able for a tentative tax of $19,000. By dis- 
tributing $83,077, however (thus leaving 
$16,923 in the treasury), it could obtain a 
dividends-paid credit of $2,076.93, reduc- 
ing its tax liability to $16,923.07. 


(b) ‘‘consent” dividends, 

(c) a net operating loss carry- 
over from the preceding 
year, and 

(d) in the case of bank holding 
company affiliates, a special 
credit for amounts devoted 
to the acquisition of read- 
ily marketable assets other 
than bank stock; 

(2) A dividend carry-over from the 
two preceding years; 

(3) A credit for the amount of a 
deficit in accumulated earnings 
and profits; and 

(4) A credit for amounts used to 
discharge certain types of in- 
debtedness. 


The maximum credit to be de- 
rived from the aggregate of all these 
amounts, however, is limited to 214 
per cent. of the adjusted net income 
for the taxable year. 


COMPLEX COMPUTATION 

The computation of a dividends- 
paid credit has thus assumed extra- 
ordinary complexity, owing princi- 
pally to the inclusion of several re- 
lief provisions not present in the 
1936 Act. The credit for consent 
dividends, and amounts used to re- 
store impaired capital and the one 
year carry-over of net operating 
losses, are new. Omitted is the credit 
in the 1936 Act for contracts re- 
stricting the payment of dividends,® 
presumably on the theory (which in 
my opinion is erroneous) that this is 
adequately taken care of by the con- 
sent dividends provision (which is 
available to but few corporations), 
or by the enlarged “indebtedness” 
provision. 

(1) Basic Surtax Credit. The most 
important element in the computa- 
tion is the “basic surtax credit.’’? 
Ordinarily, this will consist of the 
dividends paid during the year plus 
the net operating loss of the preced- 
ing year, if any. If the corporation 
receives any tax-exempt interest 
from obligations of the United States 
or Government corporations, how- 
ever, the total of dividends paid will 





‘ Reveane Act of 1936, section 26(c). 
* Section 27(b). 


be reduced by this amount. A pre- 
sumption is thus indulged that any 
distributions are made out of tax-ex- 
empt income until that source is ex- 
hausted. A more equitable assump- 
tion would be that distributions are 
made pro rata from taxable and tax- 
exempt income. To provide for this, 
however, would still further compli- 
cate the provisions of the credit—al- 
ready too complicated for practical 
application. 

Dividends paid, however, may be 
increased by the amount of ‘consent 
dividends’ —i.e., amounts which the 
holders of “consent’’ stock (com- 
mon stock or participating preferred, 
unlimited as to participation) agree 
to include in their returns as tax- 
able dividends without actual dis- 
tribution by the corporation.8 The 
consent dividends credit may also be 
obtained by paying off non-consent- 
ing stockholders in cash during the 
last month of the taxable year and 
obtaining consents for like amounts 
from the remaining stockholders. 
This provision, however, fairly bris- 
tles with restrictions and qualifica- 
tions on its use. Consents can not 
be obtained unless current dividends 
and arrears have been paid on pre- 
ferred stock, or if during the year 
the corporation has taken any steps 
in partial or complete liquidation. 
Signed consents under oath must be 
filed with the corporation’s return, 
in accordance with regulations, valid 
or invalid, which may be prescribed 
by the Commissioner before or after 
the consent is signed. The share- 
holder is bound by his consent to 
pay tax on the full amount specified 
in the consent, despite the possibil- 
ity that (a) the amount consented 
to, if distributed in cash, would not 
be a taxable dividend, (b) the cor- 
poration is entitled to a consent 
dividends credit smaller than the 
amounts consented to, or (c) even if 
the corporation is entitled to no 
credit whatsoever. Moreover, the 
basis of the stock in the hands of the 
shareholder will not be increased by 
the amount which he has agreed to 
include in his income, and upon 
which he has paid tax, but only by 


§ Section 28. 





ion tee 


—_— ~~ 


a aN dees ms 


ba 
in 
the 
tar 


- 


fro 


pai 
tert 








his pro rata portion of the consent 
dividends credit allowed to the cor- 
poration. In view of these onerous 
restrictions, the utility of the consent 
dividends device seems very doubt- 
ful. This is the primary reason why 
it seems to me that the suggestion 
that it will remedy the situation of 
corporations prevented by law or 
contract from declaring dividends,® 
is decidedly over-optimistic. 

In computing the basic surtax 
credit, beginning with the taxable 
year 1939, a net operating loss for 
the preceding year may be added to 
dividends paid (or consented to).1° 
The amount of the net operating 
loss which may be so included is 
limited to the adjusted net income 
of the taxable year. In determining 
the existence of a net operating loss, 
all tax-exempt interest received 
(whether Federal or State) must be 
included in gross income, and any 
deduction claimed for depletion 
must not exceed the deduction al- 
lowable if computed on the basis of 
cost or March 1, 1913, value. 

(2) Dividend Carry-Over. Gen- 
erally speaking, a dividend carry-over 
from the two preceding years is per- 
mitted, just as in the 1936 Act, but the 
carry-over is the amount by which the 
basic surtax credit (and not dividends 
paid) exceeds the adjusted net in- 
come for such years.1! Hence, a net 
operating loss or bank affiliate 
credit, which are included in com- 
puting the basic surtax credit, may 
serve to reduce the adjusted net in- 
come and increase the carry-over 
available. Since neither credit, nor 
both together, may exceed adjusted 
net income, however, no carry-over 
can be obtained without the dis- 
tribution of dividends. 

In one situation, the excess of the 
basic surtax credit over adjusted net 
income in the third year preceding 
the taxable year may become impor- 
tant. If the corporation, in the year 


* See House Report, p. 24. 

Section 26(c). 

™ Section 27(c). The dividend carry-over 
from taxable years beginning in 1936 or 
1937, however, is the excess of dividends 
paid over adjusted net income, as those 
terms are defined in the Revenue Act of 
1936. 





immediately preceding the taxable 
year had an adjusted net income 
larger than its basic surtax credit, it 
is entitled to go back to the third 
year before the taxable year and off- 
set the amount, if any, by which the 
basic surtax credit exceeded adjusted 
net income for that year. The effect 
of this provision is to allow a carry- 
over from the second preceding tax- 
able year only if the total of the div- 
idends paid for the three preceding 
years exceeds the total adjusted net 
income for the same period. 

(3) Deficit Credit. The foregoing 
provisions were the only credits per- 
mitted in computing the dividends- 
paid credit in the bill as it passed 
the House. In conference, however, 
another credit was added which rem- 
edies an important omission in the 
Revenue Act of 1936.12 Under that 
Act a corporation entering the tax- 
able year with a deficit, but having 
net income for the current year, was 
taxable for failure to distribute it, 
although in most cases it was pro- 
hibited by state law from doing so. 
The amendment to the 1938 Act al- 
lows a credit in the amount of the 
deficit in accumulated earnings and 
profits existing at the beginning of 
the taxable year. To avoid a double 
credit, this amount is reduced by the 
amount of the credit allowed for a 
net operating loss of the preceding 
year. For the current taxable year, 
however, the full amount of an ex- 
isting deficit will be available in 
computing the dividends-paid credit, 
since no credit for a net operating 
loss is available for this year. 

(4) Debt Credit. Also added by 
the Conference Committee was an 
amendment including in the divi- 
dends-paid credit “amounts used or 
irrevocably set aside to pay or retire 
indebtedness of any kind, if such 
amounts are reasonable with respect 
to the size and terms of the indebt- 
edness.”! Amounts used to pay in- 
terest on indebtedness, however, are 
not allowable. The term ‘‘indebted- 
ness” is defined to mean _ only 


2 Section 27(a) (3). See Conference Re- 
port, Report No. 2330, House of Represent- 
atives, 75th Cong., 3d Session, p. 36. 

8 Section 27(a) (4); Conference Report, 
p. 36. 
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indebtedness in existence on Decem- 
ber 31, 1937, and evidenced by spe- 
cific securities issued by the corpora- 
tion and in existence on December 
51, 1957. 

This provision corresponds to sec- 
tion 26(c) (2) of the Revenue Act of 
1936, but is much more lenient in its 
terms. It is not limited, as was its 
predecessor, to the portion of the 
earnings and profits expressly re- 
quired by a written contract to be set 
aside during the taxable year, and 
actually so set aside. This require- 
ment was a formidable stumbling 
block under the prior law, partic- 
ularly with respect to corporations 
whose contracts with creditors pro- 
vided that a portion of the earnings 
and profits be set aside in the fol- 
lowing yeat, when, in the normal 
course, they would be ascertained; 
or whose contracts did not deal ex- 
pressly with earnings and profits, 
but required the annual retirement 
of a specified amount of indebted- 
ness, the maintenance of a sinking 
fund, a prescribed ratio of current 
assets to liabilities, and the like. 

It will be noted that the present 
credit requires that securities evi- 
dencing the indebtedness be issued 
by the taxpayer corporation. Hence, 
debts of another corporation as- 
sumed or guaranteed by the taxpayer 
are probably excluded, unless they 
were replaced by an obligation of 
the taxpayer prior to last December 
31. The renewal of an existing in- 
debtedness after December 31, 1937, 
also would not come within the 
terms of the section.14 Extensions of 
the due date do not change the date 
on which the indebtedness was in- 
curred. 

(5) Preferential Distributions. As 
in the 1936 Act, credit for dividends 
paid is disallowed if the distribution 
is preferential.° Under the prior 
law, the distribution was required to 
be “pro rata, equal in amount, and 
with no preference to any share of 
stock as compared with other shares 
of the same class.”16 The words 
“equal in amount” are omitted from 





Conference Report, p. 37. 
® Section 27(h). 
** Revenue Act of 1936, sec. 27(g). 
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the corresponding section of the 
present Act as surplusage in view of 
the requirement that the distribu- 
tion be pro rata. Substantial equal- 
ity of amount is all that is required 
under the Treasury interpretation of 
the old law or under the new provi- 
sion.17 

The section has also been amended 
to provide that a distribution must 
be without preference, not only as 
between shares of the same class, but 
also as between ‘one class of stock 
as compared with another class, ex- 
cept to the extent that the former 
is entitled (without reference to 
waivers of their rights by sharehold- 
ers) to such preference.” Thus, pre- 
ferred stock may be paid the amounts 
to which it is entitled by the charter 
or by contract, but it may not be 
paid additional amounts in prefer- 
ence to common stock (even though 
all the common shareholders consent 





™ See House Report, p. 23. 
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thereto) without constituting a pref- 
erential distribution. This is clearly 
a situation which was not covered 
by the 1936 Act, although there is 
some suggestion to the contrary in 
the House Report.'8 

Finally, the existence of a prefer- 
ence will prevent allowance of 
a credit “although each portion 
thereof is received by a shareholder 
as a taxable dividend.” Although 
this language is new, the policy ex- 
pressed is in accord with the Reg- 
ulations under the 1936 Act.19 

Other subsections of section 27, 
relating to the payment of dividends 
in kind, payment of dividends in ob- 
ligations, taxable stock dividends, 
distributions in liquidation and non- 
taxable distributions are carried over 
without change from the 1936 Act, 
except to conform them to the new 
concept of a ‘‘basic surtax credit.” 


18 Id. 
” Reg. 94, Art. 27(g)-1. 


Capital Gains and Losses 


Second only in importance to the 
emasculation of the undistributed 
profits tax are the drastic changes 
wrought by the Revenue Act of 1938 
in the structure of the capital gains 
tax.1 These changes were sponsored 
by the Senate Finance Committee, 
which stated its belief that they 
“will stimulate transactions, facili- 
tate the flow of capital into new en- 
terprises, release frozen capital and 
increase the revenues of the Govern- 
ment.”2 They were accepted by the 
Conference Committee with only 
minor changes in detail and became 
law despite the opposition of the 
President, strongly expressed on two 
occasions. 

(1) General Provisions. With re- 
spect to capital gains and losses real- 
ized by individuals, the present Act 
abandons the method of taxation in 


* Section 117. 

? Report No. 1567, Senate, 75th Cong., 
3d Session, p. 7. 

* Letter to Senator Harrison, April 13, 
1938, while the bill was in conference; 
Speech at Arthurdale, W. Va., May 27, 
1938. The President permitted the bill to 
become law without his signature. 


force since 1934 and returns sub- 
stantially to the method employed 
from 1921 to 1934. 

Under the 1934 Act,* all capital 
gains of individuals were included 
in ordinary income and taxed as 
such. The amount of gain recog- 
nized for taxation, however, de- 
creased according to the length of 
time the asset had been held, from 
100 per cent for assets held less than 
a year to 30 per cent. for assets held 
more than ten years. Capital losses, 
on the other hand, were allowed 
only to the extent of gains plus $2,- 
000. 

The 1938 Act segregates “‘short- 
term” capital gains and losses of in- 
dividuals from “long-term” gains 
and losses. Short-term gains or losses 
are defined as those arising from the 
sale or exchange of a capital asset 
held for 18 months or less. Correla- 
tively, long-term gains or losses arise 
from the sale of an asset held longer 
than 18 months. 

Short-term gains, presumed to be 


*Revenue Act of 1934, Section 117. 


speculative in character, are included 
in ordinary income and taxed in full. 
Short-term losses are allowed only to 
the extent of short-term gains, but a 
net short-term loss may be carried 
over to the succeeding taxable year 
(in an amount not in excess of net 
income) and applied against short- 
term gains of that year. 


ALTERNATIVE METHODS OF TAX 


In the case of long-term capital 
gains and losses, alternative methods 
of tax are provided.® On assets held 
for more than 18 months but not 
more than two years, the taxpayer 
may elect to include two-thirds of 
the gain in his ordinary income, or 
pay a tax of 20 per cent. on the gain. 
If the asset is held for a longer pe- 
riod, one-half the gain may be in- 
cluded in ordinary income, or a tax 
of 15 per cent. paid on the gain. 
Correlative loss deductions are pro- 
vided, except that the taxpayer must 
elect the alternative which gives the 
greater tax. Net long-term losses 
may not be carried over to subse- 
quent years. 

The principal criticism leveled at 
these provisions by the President 
was that they violate the principle of 
progressive taxation according to 
ability to pay, by taxing small capital 
gains at the same rate as large cap- 
ital gains. Considering the capital 
gains provisions as a whole, how- 
ever, there is no substantial justifica- 
tion for such a criticism. 

If the gain arises from the sale of 
property held for 18 months or less 
—a holding period which includes 
most, if not all, speculative gains— 
it will be taxed at full normal and 
surtax rates as ordinary income. 
Short-term losses, on the other hand, 


5The method of computation as pre- 
scribed in the Act is as follows: The tax- 
payer includes in net income % of all gains 
or losses on assets held from 18-24 months, 
and 14 of the gains or losses on assets held 
over 24 months. If he has a net long-term 
gain, however, he may compute his tax 
without including such gain and add to it 
30 per cent. of the net long-term gain. 
With a net long-term loss, he computes a 
tax without including such loss, and de- 
ducts therefrom 30 per cent of the net loss. 

* Letter to Senator Harrison and Arthur- 
dale speech, supra. 











regardless of their size or effect on 
the taxpayer’s ability to pay, are rec- 
ognized only to the extent of similar 
gains, and can not be applied against 
ordinary income. 

Nor is it true that long-term gains 
are taxable at the same rate, regard- 
less of size. The option to include 
one-half the gain in ordinary income 
means that the taxpayer will pay a 
lower rate than 15 per cent. until 
the combination of his ordinary in- 
come plus one-half his capital gains 
exceeds $44,0007—relatively, a very 
high bracket. Above this point, cap- 
ital gains are taxed at a flat 15 per 
cent. and not at progressive rates. 
The importance of this concession to 
wealthy taxpayers, however, is di- 
minished by the fact that their cap- 
ital losses are deductible only to the 
same extent, short-term losses can 
not be applied to reduce long-term 
gains, and long-term losses can not 
be carried over to succeeding years. 
If capital gains increase ability to 
pay, it is equally true that capital 
losses decrease it. The treatment of 
such losses in the present Act is an 
improvement over the prior law, but 
it does not go very far in the direc- 
tion of equity. 

(2) Corporate Capital Gains. The 
Act makes no change in the treat- 
ment of capital gains or losses real- 
ized by corporations. Corporate cap- 
ital gains are taxed in full at the 
same rates as other income, without 
regard to the period for which the 
asset has ben held. For the ordinary 
corporation, the tax will be 19 per 
cent., but in the case of personal 
holding companies, the rate may rise 
as high as 75 per cent.§ if the gain is 
not distributed. Where a corporation 
distributes capital gains, moreover, 
they will be subject to full normal 
and surtax rates in the hands of its 


* The rate of tax per $100 of capital gain 
added to ordinary income up to $44,000 is 
as follows: 


Ordinary Asset Held Asset Held More 
Income 18-24 Months Than 24 Months 
$ 5,000 5.33% 4.0% 

10,000 Tso b> 
20,000 12.67 9.5 
30,000 15.33 LES 
40,000 18.67 14.0 
44,000 20.00 15.0 


® Section 401. 





The Controller, November, 1938 


stockholders, in addition to the tax 
previously paid by the corporation. 
Furthermore, corporate capital losses 
are deductible only to the extent of 
gains plus $2,000. 

When the capital gains provisions 
were originally enacted in 1921, it 
was deemed unnecessary to extend 
them to corporations, since the cor- 
porate tax rate of 12, per cent. was 
identical with the 1214 per cent. flat 
tax imposed on individual capital 
gains. At the present time, however, 
with the sharp increase in corporate 
rates and the introduction of corpo- 
rate surtaxes, the capital gains pro- 
visions discriminate severely against 
corporations. There is no necessity 
or excuse for the ‘continuation of 
this unequal treatment. 

(3) Definition of Capital Assets. 
Section 117(a) (1) now defines ‘“‘cap- 
ital assets” so as to exclude ‘“‘prop- 
erty, used in the trade or business, of 
a character which is subject to the 
allowance for depreciation provided 
in section 23(1).” It was suggested 
in the House Committee Report® 
that this amendment would permit 
the loss sustained on the sale of an 
asset which had become obsolete to 
be treated as an ordinary loss, not 
subject to the limitations upon cap- 
ital losses. In fact, however, this 
treatment was accorded obsolescent 
assets prior to the amendment under 
Treasury Regulations.° The con- 
sistent (and in my opinion, the cor- 
rect) Treasury practice was to per- 
mit a full deduction when obsoles- 
cence was established. If the asset 
was sold for salvage during the same 


*Page 34. 
See Reg. 94, Art. 23(e)-3. 
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taxable year, the obsolescence allow- 
ance was reduced by the amount of 
the proceeds; if sold in a later year, 
the amount realized was, of course, 
income. In this respect, therefore, 
the amendment is merely clarifying, 
and the Finance Committee report 
so recognizes it.11 The amendment 
is useful, however, as it will elimi- 
nate the practical difficulties in estab- 
lishing obsolescence in the cases to 
which it applies. 

(4) Bad Debts and Worthless Se- 
curities. Sections 23(g) and (k) have 
been amended to provide that a loss 
sustained from corporate securities 
(either stock or evidences of indebt- 
edness) becoming worthless, shall be 
treated as a capital loss. In the case 
of bonds or other evidences of in- 
debtedness, the effect of the amend- 
ment is also to prevent the charge- 
off for partial worthlessness hereto- 
fore permitted. 

There is a fundamental objection 
to these amendments. Capital losses 
are ordinarily voluntary losses. The 
taxpayer controls the time of sale, 
and can take the loss when it is most 
advantageous to him—for example, 
when he has offsetting gains. The 
loss from securities becoming worth- 
less, however, is involuntary. The 
taxpayer has no control over the 
time of its occurrence, and, fre- 
quently, no offsetting gains. In many 
cases, therefore, the amendments 
will result in the arbitrary denial of 
real losses sustained by taxpayers, 
although the hardship is mitigated 
by the liberalized provisions for de- 
duction of capital net losses from 
ordinary income. 


* Senate Report, p. 7. 





Corporate Liquidations 


Measures designed to encourage the 
prompt liquidation of unnecessary 
corporate structures are an important 
feature of the Revenue Act of 1938. 
In particular, the situation of per- 
sonal holding companies received 
the careful consideration of the tax 
committees of Congress.1 Such com- 
panies have become, in many in- 


*See Senate Report, pp. 7-8. 


stances, unprofitable to operate be- 
cause of the prohibitive surtaxes ap- 
plicable to them. But, prior to this 
Act, the gains upon liquidation 
would also have been subject to pro- 
hibitive surtaxes. Confronted with 
this dilemma, many holding com- 
panies have remained in existence 
merely as repositories for idle cash, 
securities and real estate. By en- 
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couraging their liquidation, Con- 
gress hopes to release large amounts 
of frozen assets and at the same time 
to increase Government revenues. 

The Act, however, goes further 
than merely giving relief to personal 
holding companies. By adding sev- 
eral positive provisions which are 
applicable to the liquidation of cor- 
porations generally, it furnishes a 
strong inducement to the simplifica- 
tion of many unwieldy corporate 
structures. 

(1) Section 112(b)(7). Most im- 
portant of these provisions is the 
new subsection added to section 
112(b). 

The general purpose of this sec- 
tion is to permit corporate assets 
which have appreciated in value to 
be distributed to the shareholders in 
liquidation, with the tax thereon 
postponed until the shareholder sells 
the property. Gain to the share- 
holder on liquidation will be recog- 
nized in the amount of (a) his rat- 
able share of the earnings and profits 
accumulated since February 28, 1913, 
or (b) cash received by him, which- 
ever is the greater. In the case of a 
corporate shareholder, the gain rec- 
ognized is taxed as a capital gain. In 
the case of a non-corporate share- 
holder, the portion of the gain which 
represents accumulated earnings and 
profits is taxed as an ordinary divi- 
dend, and any remaining gain, in 
the form of cash, is taxed as a capital 
gain.” 

In order to obtain the benefits of 
this provision, there must be a com- 
plete liquidation of the corporation, 
in accordance with a plan of liquida- 
tion adopted after the date of enact- 
ment of the Act (May 27, 1938) 
and under which all the property is 
transferred within the month of De- 
cember, 1938. It is permissible, 
however, to make arrangements for 
the payment of unascertained or 
contingent liabilities after the end of 





* The difference in tax treatment between 
corporate and non-corporate shareholders is 
necessary because of the intercorporate div- 
idend credit. If accumulated earnings and 
profits were taxed as a dividend to a cor- 
porate shareholder, 85 pez cent. thereof 
would be exempt from tax. See section 


26(b). 
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the year, if such arrangements are 
made in good faith, and I expect 
that the Regulations will contain a 
specific provision to this effect.* 

The section is not available to a cor- 
poration owning more than 50 per 
cent. of the voting power of all 
classes of stock entitled to vote on 
the plan of liquidation, at any time 
between April 9, 1938, and the date 
of adoption of the plan. 

With this exception, the benefits of 
the section are available to either of 
two groups of shareholders: (a) non- 
corporate shareholders and (b) cor- 
porate shareholders. Shareholders of 
either group possessing 80 per cent. 
of the voting power of stockholders of 
that group entitled to vote on the 
adoption of the plan of liquidation 
may file with the Commissioner writ- 
ten elections to have the benefits of the 
section. If this is done, any stock- 
holder of that group who has filed an 
election (whether or not entitled to 
vote on the plan of liquidation) will 
have gain on the liquidation recognized 
in accordance with the section.‘ 


WHEN THIS TREATMENT Is 
DESIRABLE 

There are a number of situations in 
which it will be desirable for the share- 
holders to elect this treatment of liq- 
uidating gains. Among them may be 
listed the following: 

(a) The situation to which the pro- 
vision was primarily directed is that 
of a personal holding company, the as- 
sets of which have greatly appreciated 
since its organization, but which has 
not accumulated a substantial amount 
of earnings and profits. It will be 
noted that the section will not benefit 
such a company if it has been used as 
a shield to protect its shareholders 
from surtaxes by withholding earnings 
and profits, since the accumulated earn- 
ings and profits, on liquidation, will 
be taxed as an ordinary dividend. 
However, if there are no earnings and 
profits, gain will be taxed only to the 
extent of cash distributed, at capital 
gain rates, and the appreciated prop- 


* See, Conference Report, p. 39. 

*Tentative regulations with respect to 
qualified electing shareholders and the filing 
of elections have already been issued. T. D. 
4809, published in I.R.B. June 13, 1938. 


erty may be distributed without an 
immediate tax on the appreciation. A 
substituted basis is provided,° the prop- 
erty taking the basis of the cancelled 
stock, increased by the amount of gain 
recognized and decreased by any cash 
received. Appreciation of the prop- 
erty is thus taxed when the property is 
sold by the shareholder. 

(b) The section will also be useful 
to minority stockholders in connection 
with a 112(b) (6) liquidation. A cor- 
poration entitled to liquidate a sub- 
sidiary corporation under 112(b) (6) 
would, of course, be excluded from 
the benefits of 112(b) (7). The pur- 
pose of the exclusion of a majority cor- 
porate stockholder from 112(b) (7) 
was, in fact, to avoid giving a corpo- 
ration entitled to use 112(b) (6) an 
election between the carry-over basis 
provided by that section® and the sub- 
stituted basis of 112(b)(7). How- 
ever, this does not prevent the minor- 
ity stockholders in a 112(b) (6) 
liquidation, either corporate or non-cor- 
porate, electing to take the benefits of 
112(b) (7) if the liquidation can be 
carried out during the month of De- 
cember in accordance with a plan 
adopted after May 27, 1938. Non- 
corporate shareholders will find it to 
their advantage to do so only if the 
accumulated earnings and profits of 
the subsidiary are small. Corporate 
shareholders, however, might find the 
section advantageous even if accumu- 
lated earnings are substantial, since the 
gain recognized to them, whether ac- 
cumulated earnings or cash, will be 
taxed as a capital gain. It will be noted 
that corporate shareholders as a group 
and individual shareholders as a group, 
because of the difference in tax treat- 
ment, elect separately whether they 
will avail themselves of the section. 

(c) A third possible application of 
the section is to a personal holding 
company, a shareholder in a corpora- 
tion being liquidated. If this section 
were not available, such a company 
would be taxed on the full liquidating 
gain (including appreciation of as- 
sets) at the 19 per cent. corporate rate. 
It would then be compelled to distrib- 
ute the amount of the gain within the 
taxable year to its stockholders, be- 


5 Section 113(a) (18). 
* Section 113(a) (15). 
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cause of the 75 per cent. penalty tax 
on undistributed income,’ and the dis- 
tribution to stockholders would be tax- 
able to them as an ordinary dividend. 
If such a company elects to take the 
benefits of 112(b) (7), however, no 
gain will be recognized on appreciated 
‘assets distributed to it. The company 
will postpone tax on the appreciation, 
and, still more important, will not be 
compelled to distribute or pay surtax 
on the amount of the appreciation un- 
til it is realized. 

(d) Still another application of the 
section is to a holding company with 
a chain of operating subsidiaries. If 
the earnings and profits have been 
left in the subsidiaries, and the parent 
company holds only the stock of the 
various subsidiaries, section 112(b) 
(7) will permit the liquidation of the 
parent company by its stockholders, 
who will then directly own the sub- 
sidiaries. For business reasons, this 
simplification of corporate structure 
may be desirable, and yet have been 
prevented in the past by the amount of 
appreciation on the stock of the sub- 
sidiaries. 


ACHIEVE EQUITABLE RESULTS 


All the foregoing applications of 
the section achieve equitable results, 
and none of them involves any loss of 
revenue to the Government. Appreci- 
ation in the value of property will al- 
ways be taxed when the stockholder 
sells the property. Furthermore, the 
section benefits both the Government 
and the stockholder by eliminating, in 
many cases, the necessity for valuing 
property distributed in liquidation. 
Frequently, in the past, stockholders 
have been compelled to resell such 
property, either to establish a proper 
value or to raise money to pay the tax. 
For these reasons, the section embodies 
a sound policy, which might well be 
made permanent, instead of being al- 
lowed to expire with the current year. 

Problems will of course arise in ap- 
plying the section. Perhaps the most 
vexing is the determination of “ac- 
cumulated earnings and profits” of the 
corporation to be liquidated. If the 
corporation has previously engaged in 
a tax-free transaction under section 


7 Section 401. 
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112, its effect on earnings and profits 
must be carefully scrutinized. It may 
be that earnings and profits of the 
transferor have been carried over to 
the corporation now in liquidation, 
under the rule in the Sansome case.§ 
Tax-free exchanges also raise the prob- 
lem presented by the Freshman case,® 
in which the Board held, contrary to 
the Regulations,!° that a gain on a 
reorganization, although not recog- 
nized for taxation, nevertheless in- 
creased earnings and profits. If the 
corporation has previously paid divi- 
dends in kind, the question arises 
whether the earnings and profits ac- 
count was reduced by the fair market 
value of the property, or its basis to 
the corporation.11 If any stock has 
been redeemed, it must be determined 
whether there was a distribution of 
capital or accumulated earnings and 
profits.1? 

The foregoing problems are only a 
few of the many which may be en- 
countered.18 I urge most careful anal- 
ysis and consideration before proceed- 
ing. 

In this connection, one case deserves 
special consideration. In Béinzel »v. 
Commissioner,4 it was held that un- 
realized appreciation in assets pur- 
chased from earnings constituted earn- 
ings and profits available for divi- 
dends. My personal opinion is strongly 


8 Sansome v. Commissioner, 60 F.(2d) 
931 (C. GC. A. 2, 1952). 

°33 B.T. A. 394 (1935); see, also, F. J, 
Young Corp., 35 B. T. A. 860 (1937). 

* Reg. 94, Art. 115-3, provides: 

“Gains and losses within the purview of 
section 112 or corresponding provisions of 
prior Acts are brought into the earnings 
and profits at the time and to the extent 
such gains and losses are recognized under 
that section.” 

" For the purpose of computing the basic 
surtax credit, upon the payment of a divi- 
dend in kind, the corporation is entitled to 
the adjusted basis or the fair market value, 
whichever is lower. Revenue Act of 1938, 
section 27(d); Revenue Act of 1936, sec- 
tion 27(c). It is still unsettled, however, 
whether earnings and profits are reduced to 
a like extent, or by the full market value. 

2 See, Benj. B. Foster v. U. S., 303 U.S. 
118 (1938). 

For a general discussion of the prob- 
lems, see Randolph E. Paul, Ascertainment 
of “Earnings or Profits” for the Purpose of 
Determining Taxability of Corporate Dis- 
tribution, (1937) 51 Harvard L. Rev. 40. 

475 F.(2d) 989 (C.C.A. 2, 1935) cert. 
den. 296 U.S. 579 (1935). 
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to the contrary.15 The application of 
this theory would, of course, defeat the 
whole intent and purpose of section 
112(b) (7). It is not believed, how- 
ever, that such a result is possible. The 
provision as it passed the Senate,1¢ 
contained the following sentence: 


“For the purpose of determining ac- 
cumulated earnings and profits under this 
subsection, increase in value of property 
accrued shall not be treated as earnings 
and profits.” 


This sentence was eliminated from 
the provision in conference, on the 
ground that it represented a statement 
of existing law, and for fear that it 
might cast doubt upon the application 
of the rule under other sections of the 
Act. Unfortunately, no statement to 
this effect was made in the Conference 
Report. Nevertheless, the Binzel case 
is not generally followed by the Bu- 
reau at the present time,!7 and is 
clearly contrary to other provisions in 
the statute itself.18 In view of these 
considerations, it is my opinion that 
unrealized appreciation will not be tax- 
able as “accumulated earnings and 
profits” under section 112(b) (7). 

(2) Other Amendments to Liqui- 
dation Provisions. In addition to sec- 
tion 112(b)(7), two other amend- 
ments to the liquidation sections should 
be noted. Section 115(c) has been 
amended to give all corporations three 
years in which to consummate a com- 
plete liquidation, instead of two years, 
as provided heretofore. This permits 
the shareholders to spread the tax pay- 
able on liquidation over four taxable 
years, and allows a more gradual and 


* By implication, the Supreme Court has 
recognized the contrary view, by holding 
that there is no realization of gain by a 
corporation upon a distribution of assets 
which have appreciated in value. General 
Utilities & Operating Co. v. Helvering, 296 
U.S. 200 (1935). 

* H.R. 9682, as it passed the Senate, 
Amendment No. 52. 

“The Binzel case interpreted and fol- 
lowed the provisions of Art. 627 of Regula- 
tions 74, which read as follows: 

“Dividends paid in securities or other 
property (other than its own stock) in 
which the earnings of a corporation have 
been invested, are income to the recipients 
to the amount of the market value of such 
property when receivable by the sharehold- 
es #95 

This regulation was omitted from Reg- 
ulations 94, promulgated after the Binzel 
case. 

* See, e.g., section 115(b) and 115(d). 
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orderly liquidation of assets. The bona 
fides of the liquidation will not be 
questioned by reason of the fact that 
the corporation takes the full three- 
year period to liquidate.'® 

In addition, section 56(c) (2) per- 
mits the Commissioner to extend the 
time for the payment of tax upon the 


” See, Senate Report, p. 7. 
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liquidation of personal holding com- 
panies or foreign personal holding 
companies, for a period not to exceed 
five years, upon a showing of undue 
hardship by the taxpayer. Interest is 
payable at 60 per cent. on such exten- 
sion, and the Commissioner may re- 
quire the taxpayer to furnish a bond 
for not more than double the amount 
involved. 


Inventories 


Among the new provisions of the 
Revenue Act, one that deserves spe- 
cial attention, is the amendment con- 
tained in section 22(d) relating to 
the method of taking inventories. 
While this amendment was so nar- 
rowly drafted that, in its present 
form, it is practically useless, it por- 
tends a major change in a policy of 
the Treasury Department affecting 
many processors of basic raw ma- 
terials. 

Since 1918, the Revenue Act has 
required that where inventories are 
necessary in order to determine in- 
come, they shall be taken upon a 
basis prescribed by the Commis- 
sioner, “conforming as nearly as may 
be to the best accounting practice in 
the trade or business” and “most 
clearly reflecting the income.”? Un- 
der the applicable Treasury Regula- 
tions, the use of inventories is neces- 
sary “in every case in which the 
production, purchase or sale of mer- 
chandise is an income-producing fac- 
tor.’’? 

For federal income tax purposes, 
inventories are taken principally to 
determine the cost of goods sold. 
Until the last session of Congress 
the general method of taking inven- 
tories was considered to be a closed 
question. To determine the cost of 
goods sold in computing gross in- 
come, the taxpayer added to his 
opening inventory the cost of pur- 
chases during the year and _ sub- 
tracted therefrom the value of the 
closing inventory. In determining 
the value of the closing inventory, 
the Treasury applied the uniform 


1Revenue Act of 1918, § 203; Revenue 
Act of 1936, § 22(c). 
*Reg. 94, Art. 22(c)-1. 


rule that the inventory consisted of 
the goods most recently purchased— 
or, in other words, that the company 
was deemed to have sold merchan- 
dise. during the year in order in 
which it was acquired, leaving on 
hand, in the current inventory, the 
goods last purchased. This is fa- 
miliarly known as the “‘first-in, first- 
out” rule. 


REFLECTS RAW MATERIAL MARKET 
FLUCTUATIONS 

The effect of the ‘“‘first-in, first-out” 
rule is to reflect in the income state- 
ment the net raw material market 
fluctuations during the year. That 
is, on a rising market, the income 
statement will show a taxable profit 
and conversely, on a falling market, 
a loss—due solely to raw material 
fluctuations. In the ordinary indus- 
trial or commercial business, this 
does not result in a distortion of in- 
come. An effort is made to “load 
up” on inventory when prices are 
low and to sell off the inventory 
when prices are high, deferring 
further purchases until the market is 
more favorable. Thus inventory ap- 
preciation is translated into operat- 
ing profit and inventory deprecia- 
tion is avoided, so far as possible, by 
curtailing purchases. 





* If the taxpayer can relate his purchases 
to specific invoices, there is, of course, no 
necessity for application of the rule. The 
“first-in, first-out’ rule appears in Art. 
22(c)-2 of Reg. 94, as follows: 

“Goods taken in the inventory which 
have been so intermingled that they can not 
be identified with specific invoices will be 
deemed to be the goods most recently pur- 
chased or produced, and the cost thereof 
will be the actual cost of the goods pur- 
chased or produced during the period in 
which the quantity of goods in the inven- 
tory has been acquired.” 


In certain specialized industries, 
engaged in processing basic raw ma- 
terials, however, a different situa- 
tion prevails. The following charac- 
teristics are common: 


(1) The prices of the basic raw ma- 
terials are subject to violent 
fluctuations; 

(2) The inventory turnover is slow, 
with a processing period of 
three to six months; 

(3) The average investment in in- 
ventory is relatively large as 
compared with other assets; and 

(4) The cost of the finished product 
is represented in large part by 
the cost of the raw materials 
contained therein. 


As a matter of sound business, to 
avoid speculation in commodities, 
operating policies in these industries 
are uniformly based on the relation 
between current costs and current 
sales. Each company endeavors to 
buy and sell (in the finished prod- 
uct) an equal amount of raw ma- 
terial, daily. By thus matching pur- 
chases and sales, it avoids being 
either long or short of the market, 
and limits its profits to the process- 
ing charges, which are added to the 
sales price. In effect, in many cases, 
this is a simple, direct method of 
“hedging,” achieved by balancing 
sales and purchases in a single con- 
tinuous market.® The application of 
the ‘“‘first-in, first-out’? rule to these 
industries produces a severe distor- 
tion of true income, taxes fictitious 
gains and allows fictitious losses on 
inventory, which are not realized 
and can not be realized. 


*Report of Committee of American In- 
stitute of Accountants, (1936) 62 J. Ac- 
countancy 122. 

° “Hedging,” as applied in the cotton 
grain trades means the balancing of actual 
purchases and sales (‘‘spot” transactions) 
with opposite transactions in a ‘‘futures” 
market. The effect of a hedging transac- 
tion is the same as if actual purchases were 
matched with actual sales, although two 
different markets are employed. There is 
no continuous spot market for cotton and 
grain, because these commodities are 
seasonal; hence the necessity for resort to 
a “futures” market. See, Alston Hill Gar- 
side, Cotton Goes to Market (Stokes, 
1935) p. 208. 
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“LAST-IN, First-OutT’ METHOD 

The accounting technique which 
accurately reflects this method of do- 
ing business is known as “‘ast-in, 
first-out,” since it is the raw ma- 
terials last acquired which are, in 
business contemplation, sold first. 
Inasmuch as the normal processor is 
not interested in commodity specula- 
tion, it seems obvious that this 
method reflects true income more 
clearly than the “‘first-in, first-out.” 
Nevertheless, all attempts to apply 
the “‘last-in, first-out’ method, or 
any related technique recognizing the 
existence of a minimum inventory, 
were frustrated by the Treasury 
Department. The Treasury posi- 
tion was based on a ruling of its Ad- 
visory Board in 1917 that the ‘‘base 
stock” or ‘normal stock’’ method 
was not acceptable for income tax 
purposes,® a ruling subsequently sup- 
ported (in the absence of permissive 
regulations) by the Supreme Court 
in Lucas v. Kansas City Structural 
Steel Co.?' The base stock method re- 
quires the abitrary designation of a 
minimum inventory for goods in 
process, which is thereafter carried 
at a fixed price, and conforms less 
closely to actual business operations 
than ‘“‘last-in, first-out.” Further- 
more, the taxpayer in the Structural 
Stee] case sought to justify the base 
stock principle, not with respect to 
actual inventory but for a “reserve 
pile,” or emergency stock, drawn 
upon only when the current steel 
supply was inadequate. The ‘real is- 
sue was thus never precisely raised 
nor properly presented to the court. 
However, the court undertook to 
deny the propriety of the base stock 
method in terms which apparently 
established the “‘first-in, first-out” 
tule as the only proper accounting 
practice and, by implication, ruled 
out other techniques as not in ac- 
cord with “the best accounting prac- 
tices’ and “obsolete.” Since 1924 


°T.B.R. 65, 1 Cum. Bull. 51 (1919). 

7281 U.S. 64 (1930). See, also, Chi- 
cago Frog & Switch Co. v. U.S., 68 Ct. Cl. 
186 (1929). 
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the regulations have incorporated 
this view.§ 


CUSHIONS ELIMINATED, SITUATION 
BECAME CRITICAL 

Until recent years, the presence of 
net-loss carry-over and consolidated 
return provisions in the tax law 
tended to minimize the adverse ef- 
fect upon the processing industries 
of including inventory fluctuations 
in taxable income. With the elimi- 
nation of these cushions, the sharp 
increase in corporate rates and the 
passage of the undistributed profits 
tax requiring distribution of non- 
existent inventory “profits,” how- 
ever, the situation became critical. 
In a series of conferences beginning 
in 1936 representatives of the af- 
fected taxpayers sought to convince 
Treasury officials that time and a bet- 
ter appreciation of the problem 
justified a reconsideration of the 
early Treasury rulings. It was 
pointed out that, far from being 
“obsolete,” the ‘“‘last-in, first-out’ 
method has been adopted by an in- 
creasing number of companies in 
recent years and that only the Treas- 
ury’s refusal to recognize it pre- 
vented its widespread adoption ;® 
that leading accountants endorsed it 
as the best accounting practice for 
the processing industries;1° that it 
had been approved in principle by 
British income tax authorities,!1 the 
Securities and Exchange Commis- 
sion,!* and even by the Treasury it- 





® Reg. 94, Art. 22(c)-2 expressly forbids 
the use of the base or normal stock method, 
or inventory reserves for price changes. 

® National Industrial Conference Board, 
Prevailing Practices in Inventory Valuation 
(1938). 

* Among them: Professors Sanders, 
Moore and Hatfield, A Statement of Ac- 
counting Principles (1938), p. 43; George 
O. May, of Price, Waterhouse & Co.; 
Henry Fernald, of Loomis, Suffern & Fer- 
nald; L. G. and M. E. Peloubet, of Pog- 
son, Peloubet & Co.; Victor Stempf, C. B. 
Nickerson, and R. G. Walker. 

™ The Commissioners of Inland Revenue 
approved the base stock principle for cer- 
tain industries in 1917. See Robert Mur- 
ray Haig, The Taxation of Excess Profits 
in Great Britain, Appendix F, 10 Amer. 
Econ. Rev., Supp., Dec. 1920. 

12 American Institute of Accountants, 
Proposed Changes in the Federal Revenue 
Laws, Memo. submitted to U.S. Treasury 
Department, September 1, 1938, p. 31. 
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self for silver tax purposes.!3 It was 
further suggested that there was am- 
ple precedent for excluding from in- 
come fictitious inventory profits and 
losses due to market fluctuation, in 
the Treasury rulings with respect to 
“hedging.”14 To all these argu- 
ments, the Treasury turned a deaf ear. 

It was to this situation that sec- 
tion 22(d) of the 1938 Act was di- 
rected. The amendment adopted on 
the floor of the Senate did, in fact, 
prescribe a general remedy for it, 
providing merely that, for any tax- 
able year after December 31, 1938, 
the cost of goods sold might be com- 
puted on the last-in, first-out basis if 
such basis conformed to the best ac- 
counting practice in the trade or in- 
dustry and was regularly employed 
in keeping the taxpayer’s books. 
Fearful that this language might 
have too wide an application, the 
Conference Committee sought to 
limit it to producers and processors 
of non-ferrous metals and tanners, 
who had urged its adoption before 
the Senate Committee on Finance. It 
was evidently intended that the 
amendment should permit such tax- 
payers to treat inventories on hand 
at the close of the taxable year as 
consisting of raw materials in the 
order of their acquisition (hence, 
that raw materials sold during the 
year were those last acquired). Sev- 
eral limitations were prescribed: 
That the amendment should apply 
only to taxable years beginning after 
December 31, 1938; that inventories 
should be taken at cost; that the tax- 
payer must file an irrevocable elec- 
tion with the Commissioner prior to 
the filing of his return for the year 
preceding the adoption of the new 


* Id., p. 32: 

* A.R.M. 135, 5 Cum. Bull. 66 (1921); 
G.C.M. 17322, XV-2 Cum. Bull. 151 
(1936). A different tax problem was pre- 
sented by the “hedging” rulings, although 
a similar principle was at stake. At the 
close of the taxable year, the inventory re- 
flected gains or losses due to market fluc- 
tuation, which were offset by hedges. Since 
the hedges were not yet closed, no gain or 
loss would have been recognized with re- 
spect to them except for the Treasury’s rul- 
ing accepting the accounting practice of 
giving effect to the open hedges in the 
balance sheet. 

H.R. 9682, as it passed the Senate, 
Amendment No. 10. 
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method, and that the change to the 
new method should be in accordance 
with Treasury regulations. 
Unfortunately, a further limita- 
tion was adopted, which provides 
that, with respect to non-ferrous 
metals, the amendment shall apply 
only to raw materials “not yet in- 
cluded in goods in process or fin- 
ished products.’”16 This inexplicable 


® Section 22(d) (2) (B). 


Pension 


Since 1921 the income tax laws 
have provided (section 165) a spe- 
cial exemption for trusts created by 
employers to carry out stock-bonus, 
pension or profit-sharing plans for 
the benefit of employees. Unlike the 
beneficiaries of private trusts, em- 
ployees are not taxable annually on 
the profits of such a trust, but only 
when an actual distribution is made 
to them, and then only on the 
amount in excess of their contribu- 
tions to the trust. An employer who 
has created a pension trust exempt 
under section 165, moreover, is per- 
mitted a deduction, first, for annual 
contributions to the trust to cover 
pension liabilities which have ac- 
crued,! and second, for reasonable con- 
tributions in excess of this amount.? 
The latter deduction, however, is ap- 
portioned equally over ten years begin- 
ning with the year of contribution. 

The obvious purpose of these pro- 
visions was to encourage employers 
to provide social insurance for aged 
or disabled employees. The fact that, 
until this year, there had been no 
material change in the provisions 
since their enactment and virtually 
no litigation concerning them, would 
indicate that they had served their 
purpose well. In the Revenue Act 
of 1938, however, an important 
amendment to section 165 was 
adopted, which may have serious re- 
percussions. The amendment pro- 
vides that employer's trusts shall be 
tax-exempt only “if under the trust 
instrument, it is impossible, at any 


2This deduction is available under sec- 
tion 23(a) as an ordinary and necessary 
business expense. 

*Section 23(p). This section first ap- 
peared in the Revenue Act of 1928. 


limitation means that the basic in- 
ventory of metals in process must 
continue to be taken on the “‘first-in, 
first-out’ basis—the very situation 
which the amendment was designed 
to correct. 

It is confidently expected that this 
situation will be corrected when the 
contemplated revision of the revenue 
laws takes place next spring. 


Trusts 


time prior to the satisfaction of all 
liabilities with respect to employees 
under the trust, for any part of the 
corpus or income to be (within the 
taxable year or thereafter) ased for, 
or diverted to, purposes other than 
the exclusive benefit of his em- 
ployees.” This clause takes effect 
after January 1, 1939. 


EXEMPTION DESTROYED 


The original proposal of the Sub- 
committee of the Committee on 
Ways and Means,? which was passed 
by the House,* went even further, 
omitting the phrase in italics in the 
language quoted above. The effect 
of this proposal was to destroy the 
exemption if the trust instrument 
left any possibility, however slight, 
that funds might revert to the em- 
ployer or a third person, whether 
the reversion occurred as a result of 
revocation, a contingency upon which 
the trust might terminate, or even er- 
roneous actuarial computation. 

The necessity for this stringent 
limitation was difficult to perceive. 
The only sound reason, in my opin- 
ion, for making a change in the sec- 
tion was that pension funds might 
be taken by creditors of the em- 
ployer, if the trust was revocable.® 

* Recommendation No. 38 of the Report 
of the Subcommittee of the Committee on 
Ways and Means, House of Representa- 
tives, 75th Cong., 3d Sess., January 14, 
1938, p. 77. 

*H.R. 9682, as passed the House, Sec. 
165. 

° The pension trust of Armour & Co., in 
Chicago, was appropriated by creditors, 
and this may have been one of the reasons 
which prompted revision of the section. 
The Committee Reports, however, make no 
reference to the vulnerability of revocable 
trusts to creditors as a reason for the 
amendment. 
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It was not necessary to go as far as 
the sub-committee’s proposal to rem- 
edy this situation, however, since 
any provision which gave the pen- 
sioners first claim upon the assets 
would afford sufficient protection 
against creditors. The sub-commit- 
tee’s report suggested that it was 
necessary to have a wholly irrevo- 
cable trust in order “to safeguard the 
revenues” against recapture of funds 
by employers, and “to encourage 
the formation of pension trusts upon 
which employees can rely with assur- 
ance for support upon retirement.’’6 
However, it was apparent that the 
revenues were already adequately 
safeguarded by the fact that any 
funds reverting to the employer 
were taxable to him.7 And _ the 
formation of sound pension trusts 
upon which employees could rely 
with assurance was equally well 
protected by stringent regulations, 
requiring the employer to prove that 
the trust was of such a character as 
to evidence good faith on his part 
actually to pay the amounts placed 
in trust for employees’ pension pur- 
poses, and further requiring the sub- 
mission of elaborate information to 
show the details of the trust and its 
actuarial soundness. Under these 
regulations the use of pension trusts 
for tax avoidance was difficult, if not 
impossible. The only suggestion to 
the contrary was contained in the 
President’s message on tax evasion 
and avoidance in 1937, which as- 
serted that in some cases such trusts 
were used to provide lucrative bene- 
fits for corporate officers rather than 
aged or indigent employees.® How- 
ever, at the hearings on the Revenue 
Act of 1937 which followed, the 
Treasury Department produced no 
evidence to support this assertion 
and it is significant that at the time 
the President’s message was written 
the regulations contained a plain 
provision that “devices of whatever 
nature for withdrawing profits or 
paying salaries to officers are not 

* Report of the Subcommittee of the 
Committee on Ways and Means, op. cit., 


p. 48. 
"See Regulations 94, Art. 23(p)-1. 
*Id 


°H.R. Doc. No. 260, 75th Cong., Ist 
Sess., p. 4. 
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pension trusts within the meaning 
of the Act.’1° 

Strong practical objections to a 
requirement for irrevocable pension 
trusts were raised before the Senate 
Finance Committee.!! It was pointed 
out that it is impossible to compute 
eventual pension liabilities with 
mathematical accuracy, and that the 
trust instrument must therefore pro- 
vide for some disposition of excess 
funds. Furthermore, as a practical 
matter, there is an understandable 
reluctance on the part of employers 
to set up trusts which will endure 
for many years and perhaps involve 
millions of dollars without making 
some provision for changes in busi- 
ness or social conditions rendering 
the continued existence of the trust 
undesirable or impossible. For this 
reason a provision for termination 
on stated contingencies, or a general 
power of revocation to guard against 
unforeseen circumstances, is usually 
reserved in the trust instrument. 
Finally it was recalled that, when 
section 165 was adopted in 1921, the 
Senate had considered and rejected a 
proposal that it apply only to ir- 
revocable trusts.1 


PROVISIONS MODIFIED 


As a result of these protests the 
Senate Finance Committee approved 
a change in the provision which per- 
mits a trust to keep its tax-exempt 
status if there is no possibility that 
funds will be returned to the em- 
ployer ‘‘at any time prior to the sat- 
isfaction of all liabilities with respect 
to employees under the trust.” The 
apparent legislative intention was to 
permit, as heretofore, trusts which 
might be terminated or revoked if 
specific provision were also made for 
payment of all pension liabilities to 
employees which had accrued during 
the term of the trust, before any 
funds could revert to the employer. 
This interpretation fully protects the 


” Regulations 94, Art. 23(p)-1. 

™ See, Hearings before the Committee on 
Finance, 75th Cong., 3d Sess., on H.R. 
9682, p. 469, 470. 

2 Section 219(f) of H.R. 8245, as re- 
ported by the Senate Committee on Finance, 
applied to an irrevocable trust created by 
an employer. The word “irrevocable” does 
not appear in the bill as it passed the 
Senate. 





trust against creditors, since all legal 
liabilities to pensioners would have 
to be discharged before a right to 
any funds would arise in favor of 
the employer. 

The effect of the language used, 
however, is not wholly free from 
doubt. If the term “liabilities” 
should be construed to include all 
possible or potential liabilities to- 
wards employees, as well as those ac- 
crued and fixed, no trust except an 
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irrevocable trust could fulfill the re- 
quirements. The legislative history 
of the section supports my position 
that such a construction was not in- 
tended, and its adoption would cer- 
tainly nullify completely any possible 
benefits from the language added by 
the Senate. It may be hoped that the 
forthcoming regulations will settle all 
doubts on this score, in the interests 
of both employers and employees of 
the many existing pension trusts. 


Deficiency Dividends 


In view of the limited area of op- 
eration of Title IA, relating to per- 
sonal holding companies, I shall pass 
over the amendments to this Title, 
with the exception of one provision 
which, although available only to 
personal holding companies under 
the present law, is of great interest 
to all corporations. This is the de- 
ficiency dividends credit,! permitting 
a deficiency in undistributed profits 
tax to be offset by subsequent divi- 
dend distributions. 

The necessity for such a relief pro- 
vision for personal holding com- 
panies is obvious. The surtax on the 
undistributed profits of such a com- 
pany is 65 per cent. on the first $2,- 
000 and 75 per cent. on amounts in 
excess of $2,000. The company may, 
in good faith, determine its net in- 
come for a given year and distribute 
all of it. Subsequently, however, 
some basic item in the computation 
of net income may be revised by the 
Commissioner, with the result that 
its net income is increased and a de- 
ficiency asserted. If the deficiency 
is sustained by the courts the com- 
pany will become liable not only for 
the ordinary 19 per cent. corporate 
tax but also for a 75 per cent penalty 
tax for failure to distribute the in- 
creased income. With interest, the 
deficiency might easily exceed 100 
per cent. of the amount of the in- 
crease in net income. The deficiency 
dividends credit allows the company 
to distribute immediately the profits 
revealed by the redetermination of 
income and thus escape the penalty tax. 


* Section 407. 


In view of the complications of 
interpreting and administering this 
provision it was not deemed neces- 
sary to extend it to corporations in 
general, particularly since the maxi- 
mum increase in tax by reason of 
undistributed profits is now 214 per 
cent. However, such a relief provi- 
sion was strongly urged for all cor- 
porations under the Revenue Act of 
1936, because of the high surtaxes 
imposed by that Act. The years 1936 
and 1937 are still open, and many 
deficiencies will hereafter be assessed 
for those years. It seems clear that the 
deficiency dividends provision should 
be made available to all corporations 
on 1936 and 1937 income, for the 
same reasons that justify it in the case 
of personal holding companies. 

In order to invoke the credit a de- 
ficiency must have been finally estab- 
lished, either by a decision of the 
Board of Tax Appeals, a closing 
agreement, or a suit to which the 
United States was a party, either as 
plaintiff or defendant. 

Within thirty days thereafter the 
taxpayer must file with the Commis- 
sioner a notification of its intention 
to declare deficiency dividends, spec- 
ifying the amount of the credit in- 
tended to be claimed. Within sixty 
days after the deficiency is finally 
established the taxpayer must have 
paid the deficiency dividends and 
filed a claim therefor with the Com- 
missioner. 

“Deficiency dividends” are de- 
fined to mean the amount of divi- 
dends paid within the sixty-day pe- 
riod which are includible in the 
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computation of the basic surtax 
credit under section 27 for the year 
of distribution. They must there- 
fore be non-preferential, taxable in 
the hands of shareholders, and so 
on, in conformity with section 27. To 
avoid a double allowance of credit, 
however, such dividends are not appli- 
cable to reduce the surtax on undistrib- 
uted profits of personal holding com- 
panies for the year of distribution. 

If the claim for deficiency divi- 
dends is allowed, a credit is allowed 
in the amount of 65 per cent. of the 
first $2,000 of such dividends and 75 


per cent. of the balance distributed. 
If the deficiency was unpaid when 
finally established, this amount is 
credited against the deficiency; if 
paid at that time, the amount is re- 
funded. Neither the credit nor the 
refund, however, extends to the sat- 
isfaction or recovery of interest, ad- 
ditional amounts or additions to the 
tax. This limitation is said to be 
necessary to overcome the “revenue 
lag” between the year when distribu- 
tion should have been made, and the 
year the deficiency was established, 
and to discourage abuse of the bene- 


fits of the section.2 Furthermore, if 
any part of the deficiency was due to 
fraud or wilful neglect to file a re- 
turn and the decision establishing 
the deficiency so finds, no deficiency 
dividends credit will be allowed. 

The filing of a notification of in- 
tention to declare deficiency divi- 
dends suspends the statute of limita- 
tions for two years. The notification, 
and subsequently the filing of a 
claim for the credit, operate to stay 
collection of the deficiency until the 
claim is disallowed. 


* Senate Report, p. 38. 


Agreements Obtainable Relating to 
Current or Future Taxable Year 


This One of Principal Changes Wrought by 1938 Federal Revenue Act 
—Attempt to Solve Problems Occasioned by Statute of Limitations An- 
other Important Phase of New Law—Paper by ‘THomaAs TARLEAU. 


jee of the more important new 
features of the Internal Revenue 
Act of 1938 were discussed by Mr. 
THOMAS TARLEAU, /Jegislative counsel 
of the Treasury Department, at the 
recent annual meeting of THE CON- 
TROLLERS INSTITUTE OF AMERICA. 
His paper is reproduced here. 

Mr. TARLEAU graduated from Co- 
lumbia Law School in 1929; he was a 
member of the Editorial Board of the 
Columbia Law Review from 1927 to 
1929. He is a member of the New 
York bar. He was legal assistant to 
the under secretary of the treasury 
from April, 1937, until recently, when 
he became the department's legislative 
counsel, 

The phases of the 1938 Act which 
Mr. TARLEAU discusses are of imme- 
diate interest to corporation officers. 

—THE EDITor. 


About seven million income tax 
returns will be filed under the new 
Revenue Act for the taxable year 
1938. Almost every one of these tax- 
payers and potential taxpayers prob- 
ably has his own notion of what 
constitutes an ideal income tax. Nat- 
urally, the attention of each taxpayer 


is focused on the point where the 
shoe pinches him the most. Desires 
for a lighter tax burden give rise to 
many appealing arguments for 
changes in the law. The professional 
man wants his income averaged over 
a period of several years. The in- 
vestor and speculator want to abol- 
ish the tax on capital gains or to al- 
low an unlimited deduction of 
capital losses (or perhaps both). To 
the mind of many a business execu- 
tive the most effective reform would 
be the enactment of a 10 per cent. 
flat rate tax on corporations in lieu 
of the present corporate taxes. Every 
year there are to be heard many ar- 
guments purporting to prove the de- 
sirability of these reforms or others 
like them. 

In considering such arguments it 
must be borne in mind that certain 
services are being demanded of the 
Federal Government; more than 
ever were dreamed of in 1913. Many 
of these services are expensive, and 
the bill has to be met. Congress 
adopts the method which it believes 
will most fairly distribute the bur- 
den of taxation. If it yields to the 


pleas of one group of taxpayers who 
wish the abolition of the tax on 
capital gains, the lost revenue will 
have to be made up by imposing a 
heavier burden on another group of 
taxpayers, perhaps on corporations. 

It would be a mistaken impression 
however that the Treasury does not 
welcome the suggestions of taxpay- 
ers. It would merely like those sug- 
gestions always to be realistic. Con- 
gress imposes taxes and the Treasury 
collects them. But it is men like 
yourselves who have to live with 
them. Your experience in the prac- 
tical workings of these taxes is inval- 
uable and your criticisms and sugges- 
tions are essential to the perfecting 
of our revenue system. 


Two DEPARTURES IN ADMINIS- 
TRATION OF LAW 

I propose to devote my time this 
morning to a discussion of two new 
departures which the Revenue Act 
of 1938 has made in the administra- 
tion of the income tax. In our ef- 
forts of a quarter of a century to 
develop the substantive provisions 
of this tax, in our adjustments of 
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exemptions and deductions and cred- 
its to conform to refinements of the 
concept of taxable income, the ad- 
ministrative features of the law have 
been too long neglected and have 
not kept pace with its substantive 
sections. Yet the equity and certainty 
which are essential to a good tax sys- 
tem can never wholly be secured unless 
the process of collection can be made 
to develop as little friction and as little 
litigation as possible. 

I am sure we would all agree that 
it is desirable to have some machin- 
ery for enabling taxpayers to esti- 
mate their tax liabilities in advance, 
so that business transactions may 
pursue their normal course. The 
financial managers of large corpora- 
tions are particularly in a position 
to appreciate this necessity. I think 
we would further agree that a good 
revenue system will reduce to an ab- 
solute minimum the possibility that 
a taxpayer may secure a double de- 
duction or be taxed twice on the 
same item of income. 

With these objectives in mind, im- 
portant changes have been made in 
the provisions of law relating to 
closing agreements and to the vari- 
ous statutes of limitations. The 
Treasury earnestly seeks your active 
cooperation in further perfecting 
and amplifying these new provisions. 

The law has heretofore provided 
that a closing agreement might re- 
late only to a taxable year already 
terminated. Section 801 of the Rev- 
enue Act of 1938, applicable to all 
internal revenue taxes, removes this 
restriction on the authority of the 
Commissioner to enter into closing 
agreements, and it is now possible to 
secure such an agreement relating to 
a current or future taxable year. The 
closing agreement device has proved 
useful as a means of securing a bind- 
ing agreement upon points over 
which disputes have arisen. A cer- 
tain amount of litigation has thereby 
been avoided. But prior to the en- 
actment of the 1938 Act there was 
no way in which disputes might be 
avoided before the taxpayer’s return 
was filed. A taxpayer might in rare 
instances have ascertained the views 
of the Bureau with respect to a pro- 


spective transaction or a transaction 
completed in the current year. But 
because such expressions of opinion 
were not binding on the Commis- 
sioner, the taxpayer could not rely 
with certainty on what information 
he received. In its report of last 
January, the Ways and Means Sub- 
committee stated that: 


“As a result, business transactions 
are often delayed or abandoned be- 
cause of tax uncertainty. Just as often 
they are entered into under a mistaken 
notion of the tax liabilities involved, 
and when liabilities unforeseen by the 
taxpayer ensue, he feels compelled to 
litigate in defense of the position he 
has taken. Such litigation is the natural 
aftermath of uncertainties and errone- 
ous interpretations which could largely 
be avoided if authoritative administra- 
tive guidance were available prior to 
the completion of the transaction.” 


Suppose a taxpayer wishes to dis- 
pose of a large minority interest in 
a great corporation, which interest 
had greatly appreciated in value 
through the years during which he 
had owned it. Obviously, his will- 
ingness to sell and the price which 
he will demand will in great meas- 
ure depend upon the tax liability 
which he will incur because of the 
gain thus realized. The gain will be 
measured by the difference between 
the sale price and the cost or other 
basis of the property. 

There are many technicalities in- 
volved in the computation of basis 
and sincere differences of opinion 
frequently arise which have often 
dragged their way acrimoniously 
through the courts. If the property 
had been held for a long time, its 
basis might have to be determined 
by reference to its fair market value 
as of March 1, 1913; always a fruit- 
ful source of dispute. In such a sit- 
uation the taxpayer has heretofore 


been in a painful dilemma. He has’ 


been compelled to guess at the fac- 
tors determining the basis of his 
property. If he guessed wrong, he 
had to anticipate long and expensive 
litigation, possibly followed by the 
assessment of a large deficiency. 

On the other hand, if he fixed his 
price artificially high to insure him- 
self against these contingencies, he 
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might lose an extremely favorable 
opportunity to sell. His doubts may 
now be resolved in advance if he 
can make use of the closing agree- 
ment device. If the sale has already 
been consummated, he may spare 
himself many an anxious moment 
during the remainder of the taxable 
year and thereafter by seeking an 
agreement fixing the cost or other 
basis which will be used in comput- 
ing gain or loss upon the sale. 

If he is still undecided whether or 
not to sell, or if he is undecided on 
the price which he will demand, he 
may try to secure an agreement 
which, subject to changes in the law, 
will determine the basis of the prop- 
erty for future taxable periods. Ex- 
cept in the case of a later modification 
in the law applicable to the tax- 
able period in which the sale was 
consummated, such agreements will 
be binding upon the Commissioner 
and the taxpayer alike, and in the 
absence of fraud or misrepresenta- 
tion they will not be subject to 
change in any court proceeding. The 
tax uncertainties attendant upon 
many large-scale business transac- 
tions should thereby be obviated. 


PROPER YEAR TO REPORT INCOME 

Section 801 is also designed to af- 
ford relief in another class of cases 
which in the past have been produc- 
tive of considerable irritation and 
dispute. I refer to those cases in 
which the sole point of disagreement 
relates to the proper year in which 
an item of income should be re- 
ported or a deduction taken. In the 
event of a debt becoming uncollect- 
ible or a security becoming worth- 
less, both the taxpayer and the Com- 
missioner are usually in accord that 
the taxpayer is entitled to a deduc- 
tion, but the dockets of the Board of 
Tax Appeals and the courts abound 
with cases in which the sole point 
at issue is the time when the security 
became worthless or the debt be- 
came uncollectible. 

If there existed a doubt in the tax- 
payer’s mind as to whether a bad 
debt should properly be charged off 
in 1936 or 1937, and he decided that 

(Please turn to page 334) 
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National Accounting Conference 
of Gas and Electric Industries 


A joint national accounting conference 
is to be conducted by the Edison Electric 
Institute and the American Gas Associa- 
tion on December 12, 13 and 14 at the 
Palmer House, Chicago. This will be the 
second national conference of the account- 
ing officers of the electric and gas in- 
dustries. The general session of this 
year’s conference will be confined to mat- 
ters relating to the broader aspects of 
accounting in the gas and electric indus- 
try. The principal themes are to be, first, 
on accounting economies; second, on 
ethics and accounting personnel train- 


ing; and third, on depreciation and plant . 


accounting problems. 

Mr. B. S. Rodey, Jr., of Consolidated 
Edison Company of New York, Inc., is 
chairman of the General Accounting 
Committee of the Edison Electric Insti- 
tute. Mr. H. A. Ehrmann, of Consolidated 
Edison Company of New York, is chair- 
man of the American Gas Association’s 
Committee. Many members of The Con- 
trollers Institute of America will partici- 
pate in the program. Controllers will be 
welcome at all sessions. The program will 
run through two days and will include a 
dinner. Accountants from many states will 
be in attendance. 


Widespread Ownership of Securities 
of Investment Trusts 


“An analysis by the Securities and Ex- 
change Commission of the ownership of 
securities of investment trusts and invest- 
ment companies indicates that, as at De- 
cember 31, 1935, there were approxi- 
mately 2,000,000 record holders of the 
stocks or certificates of these organiza- 
tions. If duplications resulting from the 
holding by one person of more than one 
investment trust or company security be 
eliminated, then approximately 1,500,000 
different individuals, it is estimated, were 
security holders of these investment trusts 
and companies. These estimated totals 
for investment companies for the end of 
1935 compared with estimated totals for 
all domestic corporations as of 1932, of 
approximately 26,000,000 record stock- 
holders representing an estimated 10,- 
000,000 to 12,000,000 different individual 
stockholders.” . . . . From Chapter V of 
Part 2 of the Securities and Exchange 
Commission’s report of its study of in- 
vestment trusts and investment companies. 





COMMENTS INVITED ON 
NEW PROXY REGULATIONS 

The Controllers Institute of 
America seeks comments from 
controllers generally which will 
indicate (a) how the new proxy 
solicitation rules recently promul- 
gated by the Securities and Ex- 
change Commission will affect 
them; (b) what procedure will 
be followed in compliance; and 
(c) what the estimated extra cost 
will be, under the new regula- 
tions. 

Letters are invited by The Con- 
trollers Institute of America. They 
will be treated confidentially, and 
no names of companies or of in- 
dividuals will be published in any 
comments or articles published by 
this magazine, or in any report or 
comments made by The Control- 
lers Institute of America to the 
Securities and Exchange Commis- 
Si0Nn. 

These new regulations, as they 
stand now, will be applicable to 
annual meetings of corporations 
which are subject to the jurisdic- 
tion of The Securities and Ex- 
change Commission, held or called 
to be held after January 1, 1939. 
The time for gathering informa- 
tion concerning the effects of the 
application of these regulations is 
short. It is hoped, therefore, that 
comments will be made promptly 
by controllers of companies which 
are affected. These comments will 
be analyzed by The Institute's 
Committee on Cooperation with 
the Securities and Exchange Com- 
mission. 











S. E. C. Carrying Out Provisions 
of Maloney Act 


“The amendments of the Securities Ex- 
change Act of 1934 embodied in the 
Maloney Act provide a comprehensive 
program of cooperative regulation which 
is to be carried out largely through vol- 
untary associations of investment bankers 


and over-the-counter brokers and dealers. 
The new legislation provides a mech- 
anism whereby over-the-counter brokers 
and dealers may organize into one or 
more national securities associations and 
affiliated associations and calls for the 
registration of these associations with the 
Commission. 

A new unit has been established by the 
Securities and Exchange Commission to 
have responsibility for setting up and 
perfecting the machinery whereby the 
over-the-counter business may accomplish 
the cooperative regulation sought by the 
act. 

The duties of the new unit under the 
program will be twofold. First, it is 
estimated that more than 7,000 over-the- 
counter brokers and dealers will be eligi- 
ble for membership in associations, and 
leaders of the industry have called upon 
the commission to lend its assistance in 
the formation of associations. This work 
will be detailed to the new unit. Second, 
the act requires the Commission to register 
such associations as are formed in ac- 
cordance with the statutory standards. 
Accordingly the new unit will be called 
upon to prepare appropriate forms and 
rules governing applications for registra- 
tion and to examine the organization and 
rules of practice of associations applying 
for registration for the purpose of de- 
termining their fitness for registration. 


Committee of Controllers Cooperates 
with Treasury Department 

The Controllers Institute of America 
now has a Committee on Cooperation 
with the Treasury Department. Its chair- 
man is Mr. F. G. Hamrick, of the Ameri- 
can Smelting and Refining Company, 
New York City. Controllers are invited 
to take up with him matters in the han- 
dling of which it is felt this Committee 
may be helpful. The Committee will 
not act in specific cases. It will concern 
itself with principles, in its recommenda- 
tions and comments to the Treasury De- 
partment. 


Offices of Secretary and 
Controller Frequently Combined 

Combining the office of secretary with 
that of controller is a practice that is 
becoming quite frequently noted in cor- 
porate circles, so far as medium sized 
corporations are concerned. There are 
many sound reasons for that combination 
—-many more than for combining the of- 
fice of treasurer with that of controller. 
Companies which can afford to do so 
are turning to the practice of segregating 
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to Controllers and Financial Officers 











the duties of a controller and of confer- 
ring that title on some one to whom 
those duties are entrusted. It is modern 
practice, which involves either a resolu- 
tion by a board of directors or an amend- 
ment of by-laws, either of which may be 
used as the vehicle for creating the office 
and defining the duties. 


Methods of Controlling 
Investment Trusts 


“In a realistic sense, control of invest- 
ment companies is exercised by the man- 
agement groups and interests affiliated 
with these groups who manage the com- 
panies. This control is acquired or per- 
petuated in the investment company field 
by the methods employed in other types 
of corporations—either through stock 
ownership or through control devices 
other than stock ownership. In invest- 
ment companies a particularly prevalent 
device is the management contract. Under 
either method, the perpetuation of con- 
trol by affiliated interests depends in no 
small measure upon the wide diffusion 
of the securities of investment com- 
panies and the inability of the small 
stockholder to make his voting power 
effective, either because of the inadequacy 
of the voting machinery, lack of funds or 
absence of sufficient stake. As a conse- 
quence, affiliated interests of investment 
companies have been able to maintain 
control, even when such interests have 
only minority or negligible stockhold- 
ings.” .... From report by Securities 
and Exchange Commission on investment 
trusts. 


Income Tax Represents One-Ninth 
of Total Tax Bill 


Taxes collected are not an indication 
of the true cost of government. Instead, 
what the government actually spends, pro- 
vides the real measure. The Twentieth 
Century Fund recently completed a study 
which shows that the United States has 
the worst record of all nations, spending 
$133 per capita, against $123 for Great 
Britain, and $103 for France. A com- 
ment by the New York “Herald-Tribune” 
reads: 


“The error of our notion that Ameri- 
cans are better off, taxwise, than others, 
arises from our reliance on indirect tax- 
ation. Only about one-ninth of our 
taxes consist of personal income taxes. 
As to the other eight-ninths, few of us 
ever recognize them. 

“A close estimate of total government 
expense in the current fiscal year would 





INSTITUTE COMMANDS 
POSITION OF HIGH PRESTIGE | 
“There is no doubt that The 
Controllers Institute of America, 
by reason of the character of its 
membership and the extent of its 
ability to serve the more important 
phases of business and industry, is 
from year to year commanding a 
position of high rank and prestige 
in the list of professional organi- 
zations throughout the country. I 
regard my membership in this or- 
ganization of great value to me as 

well as to my company” .. 


Excerpt from letter from Mr. E. 
V. Mills, of Firemen’s Fund In- 
surance Company, San Francisco. 











be $16,500,000,000. This is an average 
expense for government, in the United 
States, of $523 per family—a tidy sum 
for any family to pay out without know- 
ing about it. 

“Relief is often presented as the ex- 
cuse for this enormous load. But we 
need not feel conscience-stricken when we 
call for government economy, if we bear 
a simple fact in mind: only $90 out of 
this $523 in the present fiscal year will 
represent relief, both state and federal.” 


Convention Program Commented 
on Very Favorably 
“Please accept my congratulations on 
the successful convention of the Control- 
lers. The excellent program was com- 
mented upon very favorably by all those 
with whom I talked, and you should feel 
proud that such a heavy attendance was 
possible in a year that is rather disturb- 
ing in a business way.” ... . Excerpt 
from letter by Mr. Deane S. Hazen, of 
Benjamin Electric Manufacturing Com- 
pany, Des Plaines, Illinois. 


Business Must Interpret Wage-Hour 
Law For Itself 

The Fair Labor Standards Act has left 
so many points of administration open 
to doubt that literally thousands of ques- 
tions have been propounded by business 
concerns in an effort to learn what they 
can or should do in given sets of circum- 
stances. These questions have elicited 
one general answer, “Comply with the 
law.” In other words, business execu- 


tives must interpret the law themselves. 
If their interpretations happen to be 
wrong, in the light of rules issued later, 
they will be given credit for “good inten- 
tions”—and for what else it is difficult to 
say. Conflicting answers to many of the 
more important questions have come 
from many sources—from various organ- 
izations, and from “experts.” Experience 
alone will give the answers, and control- 
lers, by exchanging information concern- 
ing their experiences, will probably make 
most rapid progress in clearing up in- 
consistencies and uncertainties. 


Sample Questions Concerning Interpretation 

What is the status under law of apart- 
ment house managers and janitors under 
the following circumstances? A New 
York mortgage corporation acquired, 
through foreclosure, properties in fifteen 
states. Some of the acquired properties 
require the services of janitors or man- 
agers. The wages of these employees are 
paid directly from the rents collected. 
All properties are serviced by real estate 
firms in the various cities, who handle all 
rental and maintenance problems by cor- 
respondence with the office in New York. 
Incidentally, the corporation’s only office 
is in New York City. 

Is there any ruling in this law that re- 
quires a supplier to make an affidavit or 
statement to the effect that he has com- 
plied with this law? I have one or two 
requests from firms purchasing from us 
asking us to make an affidavit that we are 
complying with the law. Also, rubber 
stamps salesmen have poured in on us, 
requesting that we purchase rubber 
stamps to show on our invoices that we 
are complying with the Law, and there- 
fore this request. 





Inquiries Concerning Institute Invited 


The Controllers Institute of Amer- 
ica is a technical, and in a sense a 
professional organization composed 
of nearly 1,100 controllers of the 
larger corporations of the United 
States. Membership is open to con- 
trollers, and to those performing the 
duties of a controller as defined by 
The Institute, even though the appli- 
cant may have some other title. In- 
quiries are invited. A description 
of the duties of a controller, as de- 
fined by The Institute, will be sent on 
request. Address, The Controllers 
Institute of America, One East Forty- 
second Street, New York City. 

















334 


Agreements Obtainable Relating to 
Current or Future Taxable Year 
(Continued from page 331) 

1937 was the correct year, he might 
lose the deduction altogether. Upon 
examination of his 1937 return, the 
Commissioner might determine that 
the debt became uncollectible in 
1936 and he would thus be com- 
pelled to disallow the 1937 deduc- 
tion. By that time the statute of 
limitations would bar the taxpayer 
from claiming a refund on his 1936 tax. 

It will readily be seen that in such 
situations the taxpayer always had 
to claim the deduction in the first 
year in which there was the slightest 
possibility that it should have been 
taken. Furthermore, he was com- 
pelled to defend his position before 
the Board and in the courts. If the 
Commissioner determined that the 
earlier year was the wrong one, and 
the taxpayer acquiesced in the assess- 
ment of a deficiency, he might again 
lose the deduction if the appropriate 
tribunals decided in a later year that 
the Commissioner’s position was in- 
correct. Thus not only has there 
been an excessive amount of litiga- 
tion on these questions, but the tax- 
payer, compelled to protect himself 
against a possible disallowance of the 
deduction in a future year, was forced 
to maintain a position the correctness 
of which might be subject to consider- 
able doubt in his own mind. 


INFORMATION IN ADVANCE 

He will now be able to settle the 
matter when it first arises. If he 
thinks there is a possibility that a 
debt became uncollectible in the cur- 
rent year, he can seek a closing 
agreement on the question. If he 
and the Commissioner agree that the 
debt actually did become uncollect- 
ible in 1938, the question will never 
rise to plague him later. If they 
agree that it has not yet become un- 
collectible, he can be fairly sure that 
the proper time to take the deduc- 
tion has not irrevocably passed. In 
the event that the question first 
arose in a year now closed, and both 
parties had agreed that the deduc- 
tion should be taken in a taxable 
period not yet terminated, a clos- 


ing agreement can fix the time for 
taking the deduction without the 
possibility that the Board or courts 
may at some later date determine the 
earlier year to have been the proper one. 


Section 820: Problems Occa- 
sioned by Statute of 
Limitations 


The problems arising from the 
difficulty of allocating items to the 
proper taxable period have infinite 
variations. Many situations occur in 
which a year is barred by the statute 
of limitations and the Commissioner 
and taxpayer can not agree about 
the later year. In such cases, it is 
impossible to secure a closing agree- 
ment. Another section of the 1938 
Act, Section 820, is designed to deal 
with some of these difficulties aris- 
ing under the income and excess 
profits taxes. This section is new 
and untried. It by no means supplies 
all the answers. However, the Treas- 
ury Department believes that it con- 
stitutes a promising approach to the 
eventual solution of the multitude of 
problems occasioned by the statute 
of limitations. As such, it is en- 
titled to the test of experience. In- 
asmuch as Section 820 is rather com- 
plicated, and since there has been 
some misunderstanding of its opera- 
tion, I should like to discuss it in 
some detail. 


SPECIFIC EXAMPLES 

Perhaps the operation of Section 
820 can best be explained by setting 
forth examples of some of the spe- 
cific types of situations which it is 
intended to remedy: 

1. A taxpayer using the accrual 
basis of accounting reported as in- 
come in 1935 an item of accrued in- 
terest. After a claim for refund on 
the 1935 tax was barred by the stat- 
ute of limitations, the Commissioner 
asserted a deficiency on the taxpay- 
er’s 1936 return on the ground that 
the item of interest had actually ac- 
crued in 1936. If the taxpayer had 
acquiesced in the additional assess- 
ment, or if he had unsuccessfully 
contested it in the courts, he would 
heretofore have been taxed both in 
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1935 and 1936 on the same item of 
income. Section 820 specifies, how- 
ever, that if it is finally determined 
that the item of interest is to be in- 
cluded in gross income for 1936, an 
adjustment is authorized in respect 
of the 1935 tax upon which the stat- 
ute of limitations has expired. 

2. In certain other classes of cases 
the statute of limitations formerly 
worked to the disadvantage of the 
government. Suppose a_ taxpayer 
claimed and was allowed a deduc- 
tion in 1935 on account of a security 
having become worthless. After the 
expiration of the period of limita- 
tion for the assessment of a defi- 
ciency for 1935, the taxpayer filed a 
claim for refund for 1936 on the 
ground that the security actually be- 
came worthless in 1936. Heretofore, 
if the Commissioner allowed the 
claim for refund, or if he unsuccess- 
fully contested it in the courts, the 
taxpayer would have secured a de- 
duction in both 1935 and 1936 for 
the same item. Section 820 provides, 
however, that if it is determined that 
the claim for refund shall be al- 
lowed, there shall be an adjustment 
with respect to the 1935 tax. 

3. The third example illustrates a 
situation which has also worked to 
the disadvantage of the government 
in the past. Suppose a taxpayer on 
the accrual basis reports in his 1936 
return an item of interest as income. 
After the expiration of the period of 
limitation on the assessment of de- 
ficiencies for 1935, the taxpayer filed 
a claim for refund for 1936 on the 
ground that the interest had accrued 
in 1935. Heretofore, if the refund 
had been made, the taxpayer would 
have escaped taxation entirely on 
this item of income. Section 820 
provides for an adjustment of the 
1935 tax if it is determined that the 
claim for refund shall be allowed. 
It is to be observed, however, that 
the section applies in this case only 
if a tax has been paid in the wrong 
year. Thus if the taxpayer had not 
included the interest in his 1936 re- 
turn and the Commissioner had un- 
successfully asserted a deficiency for 
1936, no adjustment would be au- 
thorized with respect to 1935. 








“RELATED TAXPAYER” 

In all of the foregoing erroneous 
deductions or erroneous inclusions 
of items of income, if the error was 
made with respect to what is termed 
a “related taxpayer,” an adjustment 
is likewise authorized. The term 
“related taxpayer” is defined by the 
act as a taxpayer who stands in cer- 
tain specified relationships to the 
taxpayer with respect to whom a de- 
termination is made in the open 
ear. These relationships include 
those of husband and wife, partner, 
grantor and fiduciary, grantor and 
beneficiary, fiduciary and beneficiary, 
decedent and decedent’s estate. Thus 
in the case of a partnership between 
father and son, suppose that the 
father included the whole of a cer- 
tain item of income in his 1936 re- 
turn, and that such inclusion is con- 
firmed by a closing agreement. The 
father would thereafter be barred 
from claiming a refund with respect 
to this item. If a deficiency is later 
successfully asserted against the son, 
on the ground that the item was in- 
come in the partnership and that 
one-half of it should have been re- 
ported in the son’s return, Section 
820 authorizes an adjustment with 
respect to the father’s tax for 1936. 

4. A fourth class of cases concerns 
the always controversial subject of 
basis for gain or loss, depreciation 
and depletion. Suppose that in 1935 
Corporation “A” exchanged prop- 
erty which had cost $10,000 for 
stock of Corporation ‘““B” having a 
fair market value of $15,000. In its 
1935 return Corporation “A” re- 
ported a gain of $5,000 on this 
transaction. In 1936 it sold the stock 
of Corporation “B” for $15,000 and 
reported no gain on the sale. After 
the period of limitations on claims 
for refund for 1935 had expired, the 
Commissioner assessed a deficiency 
for 1936 on the ground that the 1935 
exchange had taken place in connec- 
tion with a reorganization, that the 
stock acquired took the same basis as 
the property exchanged and that, 
therefore, a $5,000 gain was realized 
upon the 1936 sale. If the Commis- 
sioner’s contention is sustained, the 
$5,000 gain would be taxed both in 
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1935 and 1936. Section 820, how- 
ever, provides for an adjustment of 
the 1935 tax. If, in this case, Cor- 
poration ‘‘A’”’ had not sold the stock 
but had transferred it to Corpora- 
tion ‘‘C” in a tax-free exchange, and 
Corporation “C’ had later sold it 
and the Commissioner successfully 
contended for a $10,000 basis on the 
ground that the original transfer 
was tax-free, an adjustment would 
likewise be authorized with respect 
to Corporation ‘‘A’s’” 1935 tax. 

5. A fitth class of cases relates to 
errors in the computation of tax 
liabilities under Section 162(b) and 
(c) of fiduciaries and beneficiaries of 
estates and trusts. 

In all classes of cases falling 
within Section 820 the authorized ad- 
justment will be confined to that neces- 
sary to correct the error, and no adjust- 
ment is authorized with respect to 
taxable years beginning prior to 1932. 


REQUIREMENTS To BE MET 

From the foregoing examples it 
will be evident that a situation must 
meet with certain essential require- 
ments before Section 820 can be in- 
voked. In the first place, there must 
have been an error, correction of 
which is barred by the statute of 
limitations on refunds or deficiencies 
or by similar provisions of the rev- 
enue laws. Except in the trust and 
estate cases and in the case of an er- 
roneous computation of basis, the 
error must have consisted of an af- 
firmative action, such as including an 
item of gross income, or taking a de- 
duction. Secondly, the Commissioner 
or the taxpayer must subsequently 
maintain a position inconsistent with 
the error. Section 820 is applied only 
to the detriment of the party who 
adopts the inconsistent position. 
Thirdly, there must be a “determina- 
tion” which requires the inclusion or 
exclusion of an item in another year, 
which item was erroneously included 
or excluded in the barred year. Such 
“determination” may consist of a de- 
cision of the Board of Tax Appeals 
or a court which has become final, a 
final disposition of a claim for re- 
fund, or a closing agreement. 

Thus Section 820 will remedy 
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many situations which in the past 
have generated much friction be- 
tween government and taxpayer. Re- 
sentment of double deductions or 
double taxation is only natural. It 
has been asserted that Section 820 is 
unnecessary as a remedy because the 
courts have been evolving a doctrine 
of estoppel to prevent these in- 
equities. However, this judicial rem- 
edy is grossly inadequate. It is based 
on the theory that a taxpayer who 
has taken a deduction in one year 
will not be heard to claim in court 
that he should have taken the de- 
duction in a different year. Unfor- 
tunately, the whole subject of estop- 
pel in tax cases is highly confused 
and uncertain. Inequitable conclu- 
sions sometimes are reached and the 
doctrine does not cover all classes of 
cases. Perhaps its fatal defect is that 
it is rarely applied against the Gov- 
ernment, with the result that its 
benefits are seldom available to the 
taxpayer. Many lawyers and _ ac- 
countants have long considered that 
a statutory solution was unnecessary. 


Hopes FOR ELIMINATION OF 
UsELEss LITIGATION 

In curing the inequities which I 
have outlined Section 820 will, it is 
hoped, eliminate much useless litiga- 
tion and provide for adjustments 
cheaply and expeditiously. If the 
taxpayer has taken a deduction in 
one year, and if after that year is 
barred by the statute of limitations 
he attempts to take the same deduc- 
tion in a later year, the Commis- 
sioner, in order to avoid a double 
deduction, has heretofore been com- 
pelled to bring the question of the 
later year into court, even though he 
may have inclined to believe the tax- 
payer’s second position to be correct. 
Similarly, if an item has been in- 
cluded in the taxpayer’s gross in- 
come in one year, and after that year 
is barred the Commissioner claims 
that the item should have been in- 
cluded in a later year, the taxpayer 
has been forced to defend his earlier 
position even though not convinced 
that it was sound. Under Section 
820, such litigation, although still 
possible, is no longer a necessary 
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step in the prevention of double tax- 
ation and double deductions. Since 
a closing agreement is one kind of 
determination which will allow 
Section 820 to operate, taxpayer and 
Commissioner can enter into such an 
agreement and the adjustment may 
at once be made without further 
litigation. In cases in which the 
parties can not agree upon the terms 
of a proposed closing agreement, re- 
sort may be had to a claim for re- 
fund, the final disposition of which 
also constitutes a determination 
within the meaning of Section 820. 


INADEQUATE OPERATION OF 
STATUTE OF LIMITATIONS 

Perhaps the most persistent objec- 
tion that has been made to Section 
820 is that it unduly tampers with 
the statute of limitations. It is as- 
erted that at some point repose is 
necessary in tax cases, and that dis- 
putes based upon stale claims must 
effectively be outlawed. However, it 
seems to me that these fundamental 
purposes of the statute of limitations 
have been strengthened, not weak- 
ened, by the new legislation. 

It is to be observed that the kind 
of controversies for which relief is 
afforded by Section 820 arise largely 
because of the inadequate operation 
of the statute of limitations. Dis- 
putes concerning items reported or 
deducted in a barred year were not 
forever put at rest. They arose to 
plague the contending parties in 
years not yet barred. If a deduction 
had been taken in 1933, there was 
no assurance that it would not be- 
come the subject of controversy in a 
1937 return. Section 820 merely 
provides a quick and inexpensive 
procedure whereby the entire matter 
can be forever settled, without the 
necessity for further extended litiga- 
tion. The purpose of the statute of 
limitations is to bury irretrievably 
all outworn controversies. The ma- 
chinery for the accomplishment of 
this purpose has not been available 
in the past, but it is now provided 
by Section 820. 

It must further be noted that the 
type of dispute which I have been 
discussing this morning often arises 
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because one of the parties has at- 
tempted to obtain an undue advan- 
tage from the statute of limitations. 
A taxpayer took a deduction in one 
year, waited until a correction was 
impossible with respect to that year, 
then attempted to secure the benefit 
of the same deduction in another 
year. Inasmuch as there is often con- 
siderable uncertainty as to the proper 
year in which to take certain deduc- 
tions, the Commissioner may not 
have been negligent in allowing it 
to be taken in a barred year. It was 
never intended that the statute of 
limitations should have the result of 
allowing either taxpayer or Commis- 
sioner to reap a double advantage 
from its operation by assuming in 
one year a position inconsistent with 
that taken in a barred year. 


DouBLE DIsALLOWANCE OF 
DEDUCTION 

A final criticism which has been 
levelled at Section 820 is that it fails 
adequately to remedy the situation 
arising from the double disallow- 
ance of a deduction, particularly that 
most uncertain of all deductions, 
the one for bad debts. If a taxpayer 
does not claim a bad debt deduction 
for 1935, believing that it properly 
belongs in 1936, and after the year 
1935 is barred by the statute of 
limitations, it is determined that the 
deduction did not belong in 1936 
but should have been taken in 1935, 
no relief is afforded by Section 820. 
The exclusion of this type of case 
from the benefits of Section 820 was 
deliberate. At the time of drafting 
the 1938 Act no method was appar- 
ent whereby a remedy could be af- 
forded and the statute of limitations 
safeguarded to the extent desirable. 
Had it been provided that whenever 
a deduction was erroneously omitted 
and then was disallowed when 
claimed in another year, there would 
be an adjustment for the year in 
which it was omitted, the result 
would have been the complete re- 
moval of the statute of limitations 
on deductions. A taxpayer who had 
heedlessly or inadvertently failed to 
claim a deduction could simply claim 
it in any open year, lose this claim, 


and then demand an adjustment. 

No device could be found to dis- 
tinguish a case in which the taxpayer 
honestly believed the deduction be- 
longed in a later year, and therefore 
did not claim it in an earlier year, 
from the case in which the failure to 
claim it in the earlier year was 
simply due to carelessness. It is only 
the former case which is deserving 
of remedial action. Since the only 
apparent ground of distinction be- 
tween the two cases was the taxpay- 
er’s state of mind, no satisfactory 
solution could be devised. As you all 
know, the most troublesome por- 
tions of our tax laws are those which 
are based upon the mental state of 
the taxpayer. 

It must also be observed in this 
connection that there is a similar 
type of case which works to the dis- 
advantage of the government and 
which is not relieved by Section 820. 
Suppose a taxpayer fails to report an 
item of income in 1935, and the 
Commissioner, in the belief that the 
item belongs in a later year, closes 
the 1935 return. After the statute of 
limitations has run as to 1935, a de- 
ficiency. is assessed for a later year. 
If it is determined that the item ac- 
tually did belong in 1935, no adjust- 
ment is permitted under Section 820. 
A failure to report an item of in- 
come in any year can still in such a 
case result in its escaping taxation 
entirely. The reason for this exclu- 
sion from Section 820 is similar to 
that for the exclusion of a double 
disallowance of a deduction. Relief 
would have resulted in undue im- 
pairment of the statute of limitations 
on the assessment of deficiencies. If 
the Commissioner negligently or in- 
advertently failed to assess a defi- 
ciency, he could assess it in any open 
year and, upon losing his case, de- 
mand an adjustment. 


DEFECTS OF OMISSION 

These defects in Section 820 are, 
however, defects of omission. It 
would not be reasonable to condemn 
a provision which affords complete 
relief in very many meritorious 
cases merely because it fails to rem- 
edy certain other situations. Further- 
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more, as I pointed out earlier this 
morning, the bad debt problem can, 
by the exercise of a little foresight, 
be partially resolved in the future by 
the use of closing agreements. The 
reasonable course to pursue is for 
government and taxpayer to coop- 
erate in attempting to find some 
practical relief either within the 
framework of Section 820 or outside 
it for these isolated situations which 
have not yet been remedied. 

For the very reason that our in- 
come tax law is necessarily so com- 


plicated, and because its details are 
subject to such frequent revision to 
keep them abreast of rapidly chang- 
ing conditions, it is particularly im- 
portant that the ascertainment of tax 
liabilities be made as speedy and pre- 
cise as an intelligent administrative 
system can make it. The two provi- 
sions which I have outlined represent 
a sincere and, I believe, successful ef- 
fort in this direction. As men who 
direct the financial affairs of taxpay- 
ing corporations, you will doubtless 
have frequent contact with these 
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provisions. The regulations under 
Sections 801 and 820 have appeared 
in the form of two recently pub- 
lished Treasury decisions.* You can 
contribute to the attainment of 
prompt and certain tax administra- 
tion by giving us the benefit of your 
experiences and offering any criti- 
cisms and suggestions which you 
may have. 


* For the Regulations under Section 801, 
see TD 4855 in CCH (1938) par. 1788. 

For the Regulations under Section 820, 
see TD 4856 in CCH (1938) par. 6501. 


Internal Auditing Can Be Active, 
Forceful Function of Business 


Auditor Not Mere Checker of Figures—Must Be Able to Discern Key Factors 
Which Largely Determine Whether Business Will Operate at Profit—Every As- 
set Calls for Special Protection—Paper by EuGENE G. BouTELLE, C. P. A. 


HE setting up and operation of an 

internal audit system, one of the 
many heavy responsibilities of a con- 
troller, presents problems that are com- 
plex in character. These were ably de- 
scribed by EUGENE G. BOUTELLE, 
C. P. A., in a paper entitled “Internal 
Checks and Balances,” which was pre- 
sented before the New England Control 
of THE CONTROLLERS INSTITUTE OF 
AMERICA, at a meeting held September 


20, in Boston. 
; —THE EpIiror. 


If there was one fear that ani- 
mated the members of the constitu- 
tional convention of our country it 
was the dread of highly concentrated 
power. They had long believed in 
the doctrine that government should 
be built up of checks and balances. 
That is, the power of every author- 
ity, officer or legislative body should 
be checked by some other authority 
to prevent it from becoming abso- 
lute or despotic. One form of this 
doctrine is the theory of division of 
powers. A brilliant French writer 


whose work was studied carefully by 
influential members of the conven- 
tion declared that the division of 





government into the executive, leg- 
islative and judicial departments was 
a necessary means of preserving the 
liberty of the citizens against op- 
pression. The fathers followed this 
theory faithfully in 1787. 

The legislative, executive and ju- 
dicial departments were separated as 
far as possible and where their co- 
operation was necessary they were 
set in balance as checks against one 
another, a common sense plan which 
has endured to this day. May it 
stand for all time despite efforts to 
upset it. 

As a business grows and broadens 
its field, trust must be placed more 
and more in the initiative and dis- 
cretion of individual members of a 
larger managerial group, and the 
greater the need becomes for a sys- 
tem of checks and balances, not 
against concentration of power, but 
as protection against indifferent, 
careless, uncoordinated performance 
and possible loss from manipulation. 
Such a system has been defined as 
the laying out and planning of ac- 
counting records and methods so 
that no part of the accounts or pro- 





cedures is under the absolute and in- 
dependent control of one person. 


Few SIMPLE PRINCIPLES SUFFICE 

In almost every case of major em- 
bezzlement it is clear, after the dam- 
age has been done, that adherence 
to a few simple principles would 
have removed temptation from the 
path of the embezzler and would 
have prevented a loss, difficult to 
measure in terms of money. Indeed, 
the actual money loss often is small 
since it is usually covered by a bond- 
ing company. The embezzler fre- 
quently is a valued and trusted 
employee of long standing in the 
organization, well and _ favorably 
known to the management, or per- 
haps even a member of the managing 
group itself, whose downfall is ac- 
companied by publicity, grief and 
confusion. 

Cash lends itself most readily to 
the peculations leading so inevitably 
to larger takings and cumulatively to 
a total so far out of hand that ex- 
posure can no longer be avoided. 
The first step is to see that every of- 
ficer or employee entrusted with its 








338 


custody, or for that matter with the 
handling of securities and merchan- 
dise, is adequately bonded. This 
guards against actual money loss and 
tends to discourage fraud because it 
is believed that bonding companies, 
in self-protection, are relentless in 
pursuit and prosecution. No really 
honest man will have any objection 
to being bonded. There is a shrewd 
old saying that ‘‘An honest man will 
bear watching,” which means, I 
think, that a man fundamentally 
honest is indifferent to surveillance. 
Sentiment is sometimes allowed to 
interfere with bonding certain 
trusted individuals, but it must be 
remembered that opportunities for 
fraud are available to those who are 
trusted. 

Vacations, too, are important. 
Every member of the organization 
connected in any way with the han- 
dling of cash or with the bookkeep- 
ing work in general should be re- 
quired to surrender his records at 
least annually to another who will 
carry on his duties during his ab- 
sence. One who is carrying the bur- 
den of a defalcation will on one ex- 
cuse or another make a strong effort 
to stay at his post, realizing that ex- 
posure is almost certain if he leaves 
it. 

I remember a case in which a de- 
falcation ran into a large sum. The 
defaulter was invariably first at the 
office in the morning, so that he 
could open the mail before anyone 
else saw it. He was the last to leave 
at night and never took a vacation; 
scarcely dared be away from the 
scene of his manipulations for even 
a few hours. He was considered an 
able and industrious employee, not 
afraid to work long hours, and the 
management had no inkling of the 
truth until, after several years, the 
burden grew too heavy and the de- 
faulter voluntarily confessed. If an- 
nual vacations had been a rule of the 
house this man’s thefts would have 
been discovered before they had 
reached large amounts. Quite pos- 
sibly they would not have occurred 
at all. 
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ROTATION OF DUTIES 

Another effective measure is to ro- 
tate employees in the various duties 
where opportunities for irregularity 
exist. In addition to its value as a 
factor of internal check this plan in 
time reveals the aptitudes and gen- 
eral abilities of the personnel and 
the organization is better prepared 
for emergencies. 

The problems of cash receipts and 
disbursements vary widely in differ- 
ent kinds of business, but in general 
the aim should be a definite separa- 
tion of the duties of receiving and 
disbursing cash from those of re- 
cording the underlying transactions. 
Internal check when practically ap- 
plied is not a scheme of doing the 
work twice, but a means of accom- 
plishing other useful objectives 
while, at the same time, promoting 
accuracy of the detailed work. 

If a cashier and his assistants also 
work on accounts receivable they 
will have opportunities for manip- 
ulating individual accounts to cover 
a misappropriation of cash, and ac- 
cess to bank statements and canceled 
checks affords additional opportuni- 
ties of similar nature. 

One scheme sometimes employed 
by one who is authorized to sign 
checks and seeks to cover a shortage 
in a bank account is to deposit 
therein on the last day of the month 
checks drawn on other banks which 
are not entered in the accounts and 
are not paid by the banks on which 
they are drawn until the first day of 
the next month. The shortage is 
thus transferred to the other banks 
and is concealed in a similar way at 
the close of the next month. The 
defaulter in this case needs to have 
control of the bank statements and 
canceled checks which, of course, 
should not be permitted. 


CUSTOMER’S SLIP ADEQUATE CHECK 

Plans of internal check on cash 
sales usually depend for their effec- 
tiveness upon the natural desire of a 
cash customer to obtain a slip or 
some kind of acknowledgment for 
the money paid, the preparation of 
which automatically records the sale. 
An additional feature in some cases 


is to locate a cashier in the sales 
room to whom customers are re- 
quested to make payments instead of 
to salesmen. 

Payments, of course, should be 
made generally by check and where 
a payment in currency is required, or 
is More convenient, a receipt should 
be obtained. The necessity of mark- 
ing imprest fund vouchers so that 
they can not be presented for reim- 
bursement more than once is fre- 
quently neglected. The imprest fund 
device need not be confined to petty 
expenditures but is also applicable 
to other recurring currency pay- 
ments. 

The arrangement whereby two 
members of the organization are 
made finally responsible for all pay- 
ments by check is a sound measure, 
but too often it is carried out in a 
perfunctory manner. It hardly seems 
necessary to point out that checks 
should not be signed in blank by 
either of the authorized signers. 
They should be presented to each 
signer in turn, accompanied by in- 
voices or other vouchers on which 
evidence is clearly shown of ap- 
proval by authorized persons. 

Each invoice ought to be stamped 
or preferably perforated to guard 
against its being again presented for 
payment, and statements of account 
or other vouchers which do not de- 
scribe the merchandise or services 
for which payment is proposed 
should be questioned. Arrangements 
are also needed to prevent the ap- 
proval of duplicate invoices. 

A defalcation made possible by 
signing blank checks occurred in a 
branch office which operated on a 
working fund deposited in two bank 
accounts. One account was used for 
general expenditures and the other 
for payrolls which were disbursed 
by individual checks to employees. 
Each week there was transferred 
from the general account to the pay- 
roll account the exact total amount 
needed to pay employees. But, be- 
cause of the fact that the branch 
manager signed checks in blank 
against both accounts, it was easy for 
the bookkeeper, who was dishonest, 
to misappropriate cash from the pay- 
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roll account and to conceal his tak- 
ings by further transfers from the 
general account. Expenditures out 
of the general account including the 
transfers to the payroll account were 
reimbursed by the home office from 
time to time but the transfers were 
not checked with the actual payrolls. 
Exposure came when a new manager 
took charge who refused to sign 
blank checks. 


PREPARATION AND DISTRIBUTION OF 
PAYROLL SEPARATED 

Wages paid by check coupled with 
the excellent mechanical aids now 
available offer protection both from 
internal fraud and theft by outsiders. 
Whenever it is necessary to pay in 
currency, there is the basic internal 
check requirement that no one hav- 
ing any part in the preparation of the 
payroll should have access to the 
money or be allowed to distribute the 
pay envelopes to employees. In a case 
where a paymaster, in addition to 
paying off employees, prepared the 
payroll, an attempt to reconcile in- 
ventory quantities at the beginning 
of a period plus production and less 
quantities sold, with stock remaining 
on hand at the close brought out the 
fact that production records had been 
padded. The paymaster had increased 
the records of quantities produced by 
piece-workers and calculated wages 
accordingly, but paid the workers 
only the amounts due them on the 
basis of actual production and 
pocketed the difference. Other req- 
uisites are proper authorizations for 
rates and deductions and an ade- 
quate plan of insuring clerical ac- 
curacy. 

An effective protection against sub- 
stantial padding of payrolls in a 
manufacturing business is the com- 
parison of actual with standard labor 
costs in total for each department. 
Such a standard represents what the 
payroll should be with a normal vol- 
ume of production and differences 
which can not readily be explained by 
consideration of the actual conditions 
are open to further investigation for 
possible irregularity. 

We should not leave the subject 


of cash without at least mentioning 
protection of currency from theft by 
outsiders, particularly in connection 
with its transportation to and from 
banks and its handling when paying 
employees. Too often one reads of 
hold-ups in the city or suburban 
towns. Many concerns have turned 
over the tasks of transporting and 
paying employees in currency to a 
company that makes a business of 
that sort of thing and assumes full 
responsibility. 


DIVERSION OF CUSTOMER'S 
PAYMENTS 

Manipulation of accounts receiv- 
able is a favorite method of conceal- 
ing a defalcation and when cleverly 
operated under favorable conditions 
may escape detection for a long 
time. Where all receipts are in the 
form of checks, the diverting of cus- 
tomers’ payments is prevented to 
some extent but even that obstacle 
may be surmounted. One executive, 
who had access to cash receipts as 
well as sufficient control of accounts 
receivable, realized on customers’ 
checks by depositing them to the 
credit of a bank account which he 
opened in the name of his employer 
in a neighboring city, representing 
himself as authorized to sign checks 
thereon. The bank did not take the 
precaution of requiring evidence of 
his authorization and eventually was 
obliged to reimburse the company 
for the amount of the default. 

Receipts partly in currency and 
partly in checks offer fertile ground 
for the talents of an embezzler, but 
opportunity for this sort of irreg- 
ularity ordinarily arises when those 
having access to cash receipts also 
have sufficient contact with accounts 
receivable directly, or through col- 
lusion with another, to control the 
sending of statements to customers 
and the reporting of overdue ac- 
counts to the credit and collection 
department. 

A measure of protection is af- 
forded by having deposit slips pre- 
pared in duplicate, the copy being 
acknowledged by the bank and 
mailed directly to the controller, 
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who assigns a member of his staff to 
the duty of comparing the details of 
the slips with entries in the cash 
book to see that the checks deposited 
are the same checks as are recorded 
in the cash book. Another control is 
provided when incoming mail is 
opened by an employee not con- 
nected with the cashier’s depart- 
ment, who prepares a list of the re- 
ceipts to be later compared with the 
corresponding entries in the cash 
book. Either of these methods 
would have disclosed the misappro- 
priation by a cashier of receipts from 
cash sales which he covered by en- 
tering customers’ checks at less than 
face value charging the difference to 
cash discount. An additional safe- 
guard may be effected by having an 
employee of the controller's office 
check the monthly customers’ state- 
ments with the individual ledger ac- 
counts and personally see to their 
mailing. 


ADEQUATE SUPERVISION OF 
JOURNAL ENTRIES 


Sometimes one who has diverted 
customers’ payments to his own uses 
will seek to cover his theft by writ- 
ing off accounts as worthless. The 
remedy lies in adequate supervision 
of the journal entries for these 
credits. A case in point is that of a 
treasurer of a contracting company 
who misappropriated payments re- 
ceived from customers. He concealed 
his takings by authorizing credits to 
the customers’ accounts alleged to 
represent modifications of the orig- 
inal contracts. The thefts were dis- 
closed when a clerk sent statements 
to several of the customers. 

Collections by salesmen or by a 
staff of collectors are undesirable, 
but in many cases necessary, prac- 
tices. Rotation of salesmen and col- 
lectors around the various territories 
served and the sending of monthly 
statements direct from the com- 
pany’s office are the most effective 
safeguards. A salesman for a com- 
pany whose business was largely 
with small retail stores sent in nu- 
merous fictitious orders from time to 
time all in the same town or locality 
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to be shipped on a specified date. He 
arranged to call at the stores on the 
day the goods were expected to ar- 
rive and was met by proprietors or 
managers with indignant protests 
against what they considered a too 
aggressive selling policy. The sales- 
man expressed regret for the blun- 
ders of the company’s order and 
shipping department, destroyed the 
invoices and took away the goods 
which he then sold to other stores 
for cash but did not report credits 
for the returned merchandise nor 
the sales to the other stores. The 
company’s contact with customers 
was wholly through salesmen who 
presented statements and made col- 
lections so that irregularities of the 
nature described did not readily 
come to light. 


SUPERVISION OF SALESMEN 
EFFECTIVE 

Rotation of salesmen would pre- 
vent this kind of manipulation to a 
great extent but might not be feasi- 
ble owing to the close relationship 
between salesmen and customers. 
For the same reason statements sent 
from the home office ordinarily 
would be referred by customers to 
salesmen instead of being taken up 
directly with the company. A method 
which is practicable in most cases is 
to have district managers or assist- 
ants occasionally visit customers with 
salesmen and compare statements 
with their records. 

In another case bills or statements 
were not mailed directly to custom- 
ers, but were turned over to a collec- 
tor. One collector withheld part of 
his currency receipts and obtained a 
supply of bill forms from the com- 
pany’s office. Prior to his visits 
to customers he copied the bills 
which he was expected to collect but 
corrected the amounts of old bal- 
ances brought forward. After some 
months an office clerk inadvertently 
mailed a statement to a customer 
whose account was being manip- 
ulated, showing a balance substan- 
tially larger than the amount actually 
due. The customer’s complaint 
started an investigation which dis- 
closed the total amount taken. 
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To conceal the diverting of pro- 
ceeds from accounts receivable so 
that the apparently unpaid balances 
will not come to the attention of the 
collection department or of the cus- 
tomers, later receipts from the same 
or other customers have been used 
and these in turn covered in a sim- 
ilar manner, the total usually becom- 
ing larger with each manipulation. 

The scheme of pledging his em- 
ployer’s securities and other collat- 
eral against a bank loan was con- 
ceived by an employee. He contrived 
to get some of the loans in his own 
name. Other loans which he ar- 
ranged, but not in his name, and 
which he would not enter on the 
books, would be credited by the 
lender to the company’s account on 
which the defaulter would draw, as he 
had the power of signing checks. To 
conceal his wrong-doing he needed 
only to obtain directly from the bank 
the statement and canceled checks 
showing these transactions. In an- 
other instance the defaulter per- 
suaded a bank to transfer the pro- 
ceeds of a loan to another bank 
where they were credited to his own 
account. 

Protection against defaults of this 
character lies in arrangements re- 
quiring the presence of two or more 
officers or other executives when the 
safe deposit box containing securities 
is opened. Similar treatment might 
not be feasible in connection with 
other collateral such as warehouse 
receipts which often move rapidly in 
business transactions, but in any 
event disclosure should result if the 
simple rule that check signers shall 
not have access to bank statements 
and canceled checks is in effect. 

So far our discussion has been 
limited to ways and means of pre- 
venting frauds. In connection with 
stocks of goods and materials on 
hand, we have the additional prob- 
lems of determining quantities and 
their values, an important matter of 
administration in which internal 
check again plays a prominent part. 

Almost every company in these 
days maintains control of all sections 
of the inventory through book rec- 


ords which, when well established 
and efficiently operated, are relied 
upon for purposes of monthly finan- 
cial statesments as well as for provid- 
ing checks against the physical in- 
ventories. Better than taking a com- 
plete physical inventory at the end of 
the year is the plan of counting stock 
continuously, doing as much each 
month as may be necessary to cover 
all items of the inventory at least 
once during the year and making 
corrections of the inventory record 
whenever discrepancies are discov- 
ered. At closing dates a physical 
count of stock is done away with 
and the inventories are drawn from 
the record. 


PROTECTING FINISHED Goops 
INVENTORIES 

An ingenious and effective book 
inventory plan is applicable to fin- 
ished goods which are sold in stand- 
ard packages or cases as they come 
off the production line. As the cases 
are packed, labels bearing serial 
numbers and descriptions of the con- 
tents are attached. Duplicates of the 
labels are set aside and sent to the 
office at the close of each day, where 
they are recapitulated for the pro- 
duction total which is credited at 
cost to work in process and charged 
to finished goods account. Sales or- 
ders are filled by selecting the proper 
tickets from the file and sending 
them to the shipping department 
where the corresponding cases are 
picked out for shipment. The tickets 
are then returned to the office where 
they provide the medium for billing, 
for costing sales and for sales anal- 
ysis. 

This plan may be used to advan- 
tage in connection with a tabulating 
machine, the data on the tickets be- 
ing punched on cards suitable for 
use in the tabulator. With this 
equipment all the necessary recap- 
itulations, analyses, extensions, addi- 
tions, and even invoices to customers 
may be produced. 

A similar plan may be adapated to 
inventories of raw material pur- 
chased in standard packages which 
are put into process as units. The 
advantage of the ticket idea is the 
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R. J. REYNOLDS TOBACCO COMPANY 
APPLIES COMPTOMETER ECONOMY 


The tobacco industry is some- 
thing more than lush fields of 
gold-leafed “weeds,” raucous 
auctioneers, warehouses, ma- 
chinery, and smart merchandis- 
ing. There are figures to be 
considered . . . figures on costs, 
production, sales, distribution 





and other involved accounting 
Model K Electric Compt- work. 
ot aan wad The R. J. Reynolds Tobacco 

Company of Winston-Salem, 
North Carolina, makes the largest selling brand of ciga- 
rettes in the world. Figures on Camel Cigarettes are 
impressive—and so are the savings effected through the 
use of Comptometers at Reynolds’ home office. 

A number of years ago it was decided to try the 
Comptometer on billing work. The results were highly 
satisfactory. Not only was the work done faster and with 
greater accuracy, but savings effected during the first six 
months alone were more than sufficient to pay for the 
machines. 

As further evidence of Comptometer speed, accuracy 
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other phases of this great Company’s figure work and the and Electrical Comptometers, sees that no inaccurate or 
results have been most gratifying. fumbled key-strokes get by. 


Thus another great leader in Amer- 
ican Industry applies Comptometer 
methods and Comptometer econ- 
omy. Are you overlooking potential 





savings in the handling of your 





firm’s figure work? 

A representative will gladly 
demonstrate (in your office, on 
your job) how Comptometer 
methods solve the toughest figure- 
work problems. 

Telephone your local Compt- 
ometer office, or write direct to 
Felt & Tarrant Mfg. Co., 1734 
North Paulina St., Chicago, IIl. 


3500 to 4500 invoices each day are handled by these trained Comptometer oper- 
ators at the R. J. Reynolds Billing Department. Latest Electrical Model K 
Comptometers are used. 
R t. Off. 


eg. U. S, Pat. . 
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facility with which the whole or any 
part of the goods and materials on 
hand may be checked with the phys- 
ical quantities and the tickets or 
cards corrected if need be. 

The book inventory, if adequately 
detailed, aids materially in showing 
what goods are slow-moving, which 
should have special attention by the 
sales department. It also assures the 
inclusion of goods out on consign- 
ment and the exclusion of goods 
held on consignment or which have 
been charged and billed to custom- 
ers but held awaiting instructions. 


MARKING Up WoORK-IN-PROCESS 
INVENTORY 


A number of years ago the chief 
executive officer of a corporation, 
deluding himself with the thought 
that he might rescue the business by 
deceiving the creditors as to the true 
results of operations, falsely marked 
up the work in process inventory. 
Improved conditions did not ma- 
terialize and operating losses were 
again concealed by further falsifying 
the inventory. Finally, the company 
could no longer stand off its cred- 
itors and the fraud was disclosed. A 
simple plan of inventory records in 
the hands of another officer or em- 
ployee would have disclosed in its 
early stages this ill-advised action. 

In another case a company was an- 
noyed over a considerable period by 
mysterious shortages in physical in- 
ventories as compared with the per- 
petual inventory records. Finally an 
office worker noticed that the re- 
quirements of a local customer were 
always cared for by the assistant 
shipper while his superior was at 
lunch. Investigation disclosed col- 
lusion between the assistant shipper 
and the customer. Without the 
check upon physical inventory exer- 
cised by the perpetual inventory rec- 
ord the thefts might never have been 
discovered. 

Discrepancies between book in- 
ventories and physical inventories 
should be thoroughly investigated 
and closer supervision instituted. 
The clerks keeping the book inven- 
tories should have no part in the 
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physical inventory. When a physical 
inventory is taken, it is highly desir- 
able that the quantities be verified 
by employees other than those who 
listed them in the first instance, but 
this does not necessarily mean that 
all the items are to be recounted. 
The verifier can at least determine 
that nothing has been omitted or has 
been listed twice, that the quantities 
listed appear by inspection to be 
reasonably correct, and that obsolete 
and damaged items have been so de- 
scribed. 

Manipulation of plant asset ac- 
counts for personal gain is rare, but 
not infrequently it happens that 
these accounts are charged with 
items which if given more careful 
consideration would be written off 
as repairs or expense. Conversely 
charges are made to repair and ex- 
pense accounts which ought to be 
capitalized. Arrangements should be 
made for review of these charges by 
some one who from experience and 
understanding of the business is 
competent to pass upon their treat- 
ment. 


KEEPING Costs WITHIN ESTIMATES 


Control of a company’s invest- 
ment in plant is a matter of vital 
importance. Any proposed substan- 
tial additions to plant merit the most 
careful consideration by the manage- 
ment before the commitments are 
made. The company’s ability to 
finance and the disadvantages of ty- 
ing up capital must be weighed 
against the expected benefits of the 
proposed new equipment and the 
capacity of the market to absorb the 
additional output. Members of the 
organization must be impressed with 
the importance of the estimates. 
Failure to keep the cost within the 
original estimate should be an occa- 
sion for investigation. 

Opportunities for reducing invest- 
ment in plant assets through dis- 
posal of salable equipment which 
can not be used should not be over- 
looked. Alert management may meet 
a temporary and extraordinary de- 
mand for a product with expanded 
facilities but will see that the extra 





equipment is written off or down to 
salvage value against the additional 
income. Failure to do this may bring 
about a situation where profits on a 
normal volume are more than ab- 
sorbed by depreciation and upkeep 
of idle plant. 

While most corporations today 
have well defined depreciation pol- 
icies, some concerns make little ef- 
fort to check up the book amount of 
plant with what is actually on hand. 
A well designed and properly op- 
erated plant record which identifies 
each item or group of items is of 
great assistance. It makes it possible 
to carry out such a check in sections 
at most convenient times. Even if no 
detailed plant record is maintained, 
a check-up is very necessary. 

The more uses made of account- 
ing data by management the greater 
the assurance that the figures are cor- 
rect, because analysis tends to un- 
cover inaccuracies. The important 
thing is to make sure that the same 
basic accounts are used for all statis- 
tical purposes and that reports are 
in agreement with the accounts. 


BUDGETARY CONTROL 

Budgetary control is a subject by 
itself. Its purpose is coordinated 
control of six factors which are pres- 
ent in every business: (1) margin 
between selling prices and costs, that 
is, gross profit; (2) regulation of ex- 
penses which with (1) determines 
the net profit; (3) investment in in- 
ventories and rate of turnover; (4) 
expenditures for plant additions or 
extensions, betterments, improved 
equipment, replacements and fre- 
pairs; (5) availability of capital; 
short-term notes, long-term notes, 
bonds and capital stock of different 
classes; (6) policy relative to divi- 
dends and appropriations of surplus 
profits. There are some outstanding 
features which I should like to men- 
tion very briefly. 

Investment in inventory is reg- 
ulated on the basis of forecasts of 
expected sales and corresponding 
purchases or production. If these 
forecasts in connection with what is 
on hand at the beginning show that 

(Please turn to page 344) 
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DESK BOOKKEEPING MACHINE 








FOR PAYROLL AND 
SOCIAL SECURITY RECORDS 


At one writing, this new low-priced Burroughs 
Desk Bookkeeping Machine produces pay 
check (or pay envelope), employee’s statement 
and a record of the employee’s earnings and 
deductions. 


FOR BOOKKEEPING 








Because it writes dates, adds debits, subtracts 
credits and extends the new balance, this 
modern Burroughs posts any ledgers, writes 
monthly statements, and handles all miscel- 
laneous figure-work inexpensively. 








FOR ADDING AND 


SUBTRACTING 





The famous Burroughs Short-Cut Keyboard 
provides the fastest method for listing, add- 
ing and subtracting amounts. Subtraction 
is as fast and easy as addition. 








Large concerns find that certain accounting 
jobs in different departments can now be 
mechanized at extremely low cost with this 
new Burroughs. 


Small concerns find that it gives them the ad- 
vantages of complete machine record-keeping 
with a minimum investment. 


Let the Burroughs representative show you, in 
your own office and on your own work, what 
these savings can actually mean to you. Tele- 
phone the local Burroughs office, or mail the 
coupon for free, descriptive folder. 
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inventory at the end of the forecast- 
ing period will be more than the ex- 
perience of the management indi- 
cates can readily be financed, the 
sales program must be increased or 
the purchases and production pro- 
gram restricted. Of course, there is 
the other important consideration of 
keeping on hand sufficient quantities 
properly to meet the demands of the 
trade, but these two factors, ability 
to finance and sufficient quantity, 
must be coordinated. 

The anticipated investment in in- 
ventory to a great extent determines 
the amount of expected borrowings, 
and the required loans will be more 
readily obtained if the forecasts of 
sales, purchases and production and 
the resulting inventory, together 
with an anticipated plan for repay- 
ment, are submitted in concise and 
clear form to the prospective lender. 


COMPARISON OF FORECASTS WITH 
PERFORMANCE 


In its influence on costs the bud- 
get has an important application. 
Forecasts of production, wages and 
expenses from which manufacturing 
costs are predetermined and com- 
parison with the later actual per- 
formance are modern tools of man- 
agement essential to profitable man- 
ufacture. Nothing in the entire field 
of internal check exercises more 
definite and conclusive influence 
upon vital activities of a manu fac- 
turing enterprise than its costs which 
gauge its manufacturing efficiency, 
guide its selling policies, and meas- 
ure its profits. Standard costs repre- 
sent the yardstick by which actual 
costs are gauged. A mill set its 
standard labor costs on the basis of 
what it believed was representative 
of normal operating conditions. Its 
policy with departmental overseers 
was to show them the weekly com- 
parisons of actual with standard pay- 
roll for each department and to 
foster a spirit of rivalry as to who 
could make the best showing. This 
policy resulted in increased produc- 
tion, greater care in spending the 
company’s money for wages, and 
consequently lower actual costs. The 
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standards were reduced more than 
once as rapidly as it was demon- 
strated that the lowest possible cost 
had not been reached. 

Accuracy in costing is essential 
and while internal check may be 
availed of to achieve accuracy, 
rapidly changing conditions call for 
frequent adjustments and a com- 
pany’s costs might well be subjected 
to periodical investigation by an in- 
ternal auditing group attached to the 
controller's department. Other duties 
of the group would include verifica- 
tions and tests designed to disclose 
inadequacy of internal check in gen- 
eral and to expose collusion. How- 
ever effective a plan of internal 
check may be at the start, it is not 
safe to sit back and allow it to op- 
erate indefinitely without supervi- 
sion by someone competent to judge 
whether with changing conditions 
the intended protection is main- 
tained. 


COLLUSION WITH OUTSIDERS 


Collusion between a supervisor of 
a fleet of salesmen’s automobiles and 
the manager of a filling station made 
possible the following scheme. The 
supervisor approved fictitious vouch- 
ers purporting to be for purchases 
of gasoline and oil and the manager 
of the filling station forged the 
names of salesmen who might have 
signed had the purchases been legiti- 
mate. The forged slips were substi- 
tuted for cash sales in the station 
records and an equal amount of cur- 
rency was taken for division among 
the perpetrators. The supervisor 
sensed that a comparison of the op- 
erating costs of these cars with those 
of cars served by other stations 
might raise embarrassing questions. 
In posting the cost records he redis- 
tributed the amounts of the forged 
vouchers over all the cars of the 
fleet. The matter came to light upon 
the discharge of the supervisor and 
the finding of an unfinished work 
sheet on which he had been redis- 
tributing the amounts fraudulently 
taken during the last period. After 
disclosure the work of preparing the 
cost reports was taken over by the 


accounting department. Monthly 
comparisons were made of the costs 
of individual cars and those out of 
line were investigated. 

The internal auditor who makes 
the most of his opportunities will be 
more than a mere checker of figures. 
While he should maintain a critical 
point of view he will not go far un- 
less he possesses tact. The auditor 
should be in touch with the operat- 
ing, selling and other divisions and 
be able to discern the key factors 
which largely determine whether the 
business will operate at a fair profit. 
He should be able to point out mat- 
ters which need attention of the 
management, as for example, trend 
of purchase and selling prices, labor 
conditions and attitude of em- 
ployees, slow-moving, obsolete and 
damaged goods, general efficiency of 
operating and administrative divi- 
sions, review of current results and 
comparisons with prior periods. The 
points where opportunities for leaks 
are the greatest should be sought out 
for special attention. Internal audit- 
ing can be an active, forceful func- 
tion in the administration of a busi- 
ness. 

I have discussed basic principles 
and representative procedures appli- 
cable to many kinds of business sub- 
ject to whatever adaptation may be 
needed in specific cases. The precise 
methods to be employed in a par- 
ticular business must be arrived at 
through study of its own special 
conditions. Development of effective 
and practical methods of internal 
check is not so much a matter of set- 
ting men against men but rather one 
of coordinating their functions. 
Fraud is discouraged and accuracy 
promoted thereby, but we may be 
disappointed if we rely for protec- 
tion too much upon automatic pro- 
cedures. We should look also to the 
character of personnel, to the build- 
ing of a competent, cooperative or- 
ganization which shall be both busy 
and happy, and we ought not to lose 
sight of the fact that fortunately 
business can be done for the most 
part on a basis of mutual trust and 
confidence. 
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Main Factors Upon Which Successful 


Employee Relationships Depend 


Leader Must Realize Responsibility, Define Worker's Functions, Set Standards of 
Performance, Give Worker Rating, Help Cure Weaknesses, Aid Self Improve- 
ment, Set Time Schedule for Accomplishment—Address by LAWRENCE A. APPLEY. 


| © spinor freely from his ex- 
perience as educational director 
of the Socony-Vacuum Oil Company, 
Inc., of New York, Mr. LAWRENCE 
A. APPLEY addressed members and 
guests of the Detroit Control of THE 
CONTROLLERS INSTITUTE OF AMER- 
ICA on October 7, on “Developing 
Proper Employee-Employer Relation- 
ships.” He outlined principles and de- 
scribed methods, in detail. His pro- 
cedures, as described in the paper that 
follows, will be extremely useful to 
controllers generally in their handling 


THE KNOX PLAN FOR PRINTING 


Why Hire an ‘Outsider’? 


of the personnel problems of their own 

departments, as well as of the busi- 

ness entities which they are serving. 
—THE EDITOR. 


Aside from the usual reasons 
which would give a speaker particu- 
lar pleasure for the opportunity of 
addressing this group, there is one 
special reason which causes me to 
welcome this opportunity. Ordinarily 
when presenting a subject of this 
character the audience determines 
for itself whether or not the ideas 


put forth are purely theoretical and 
idealistic, or practical and workable. 
However, tonight in this audience 
there are men from organizations 
here in the city of Detroit, as well as 
from industrial organizations in 
Europe, who have actually tried out 
the methods to be suggested and 
stand ready to testify to their prac- 
ticability. Therefore, it is a pleasure 
to be able to present this material 
and to realize that at the same time 
there are those who will back me up 
in case any serious doubts are ex- 
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pressed in the course of the discus- 
sion which is to follow. 

It is a difficult task to present an 
extensive subject of this nature in as 
brief a time as we have for its con- 
sideration this evening. Ordinarily 
days are spent by executive groups in 
the consideration of the principles 
and methods involved. If the speaker 
should spend his entire time on 
theory, you men would immediately 
ask the question: How can you put 
these theories into effect? If the 
speaker should spend his entire time 
on detailed method, it would not 
only be boring but would lack the 
necessary background or ‘why’ be- 
hind the method. However, I shall 
endeavor to present enough theory 
and enough method to create a de- 
sire on your part to know more. I am 
sure that if such an interest is created 
the opportunity will be offered for 
you not only to hear more but to 
observe these methods in operation 
within your own area. 

First let us consider some of the 
fundamental principles underlying 
sound employee-employer _ relation- 
ships. The purpose of all activities 
of the gainfully employed is to be of 
service to human beings. Imagine, if 
you will, this great city—with its 
transportation systems, its industries, 
its buildings, its schools, its resi- 
dences—with no human beings with- 
in its limits. All of these great in- 
stitutions would be of no use; they 
are here for the one purpose of serv- 
ing, not only the citizens of this com- 
munity, but human beings through- 
out the world. 


Major Divisions OF HUMAN 
ACTIVITY 

As proof of this contention, it is 
interesting to note that the major 
activities into which employment is 
divided correspond with the major 
divisions of the human body. Agri- 
culture, with all of its related activi- 
ties by which food ultimately reaches 
the consumer, is for the purpose of 
serving the physical side of man. 
Transportation is for the purpose of 
conserving human energy and of en- 
abling human beings to extend their 
influences to a far greater extent 
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than otherwise would be permitted. 
The great activity of education is for 
the purpose of developing the mental 
side of human beings. Religion, with 
all of its institutions and organiza- 
tions, is a great activity which has 
been built up for the purpose of de- 
veloping the spiritual side, and so we 
could go on through the twelve ma- 
jor divisions of human activity. 

If human beings are engaged in 
industry and business and the pro- 
fessions for the purpose of serving 
other human beings, then the im- 
portance of the obligations resting 
upon those who direct the people so 
engaged becomes quite clear. Those 
in positions of leadership are ex- 
pected to develop those who are un- 
der their direction so that they may 
render better services and so that 
civilization as a whole may benefit. 
Leadership, in other words, is that 
function which enables individuals 
to serve by helping others to be of 
greater service. 

With every position in life go cer- 
tain definite obligations which have 
been created by the people who have 
established that position and by pred- 
ecessors who have held that posi- 
tion. An individual holding such a 
position can perform these obliga- 
tions only to the extent that he clearly 
understands and accepts them. 

Some time ago it was my privilege 
to ride in a peasant cart in Eastern 
Europe. The cart was drawn by a 
shaggy old horse, ridden by a man 
whose bodily filth was repulsive. 
However, he had a definite obligation 
in connection with his position: to 
take that cart and its contents from 
one destination to another, and he 
was doing it well. 

Some months later I watched 
the spectacular ceremony in London 
called the trooping of the colors 
which is held in celebration of the 
King’s birthday. The guards passed 
in review in their magnificent uni- 
forms, followed by the horse guards 
in silver armor. As the procession 
passed by a single rider came into 
view. He looked like the other 
guards, dressed the same and his 
horse was no different. However, he 
was different from the rest—he was 


the King of England and the ruler 
of the British Empire. 

Just like the peasant in Eastern 
Europe, this great ruler in Eng- 
land had obligations that went with 
his position. The obligations were 
greater, but he was more able to meet 
them because his background was 
different; his education and his ex- 
periences had prepared him to fulfill 
these obligations. He recognized the 
will of his people and was conduct- 
ing himself in line with the responsi- 
bilities of his position. 

The minute any man accepts the 
responsibility of supervising other 
people, he accepts certain definite ob- 
ligations which he must either fulfill 
or step out to allow someone else to 
take his place. Supervision of others 
places certain demands upon the su- 
pervisor. A brief review of some of 
the basic obligations that go with 
such a position might be of value. 


RESPONSIBILITIES OF SUPERVISION 

An executive, a manager, a super- 
visor, a foreman, or anyone else di- 
recting the efforts of human beings 
must first determine accurately the 
activities which must be performed 
if the objectives of the operation for 
which he is responsible are to be ac- 
complished. There are certain major 
activities and minor activities, and the 
executive or the foreman has the ob- 
ligation of determining which ones 
are required in his operation. 

In the second place, such an in- 
dividual must divide these activities 
into organization units. The organiza- 
tion structure which he creates must be 
free of misunderstanding, confusion, 
friction, politics, duplication of effort, 
omission of responsibility, and the 
like. If this is not the case the organ- 
ization structure defeats its own pur- 
pose by impeding individual effec- 
tiveness. 

As a third obligation, a leader of 
other people must determine the staff 
requirements. He should be able to 
establish the number of people re- 
quired according to the responsibilities 
and activities that have to be per- 
formed. Likewise, he should determine 
the abilities that they must have. 
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After that, he has the obligation of 
selecting the personnel. One of the 
common errors in business and indus- 
try has been that of fitting jobs to 
men, rather than building men to 
perform the required functions. If 
activities have been established prop- 
erly and have been divided into or- 
ganization units, and it has been de- 
termined that certain positions are 
required to accomplish certain parts 
of these activities, somebody must be 
found, or developed, who can do the 
assigned task. Otherwise, an undue 
load is placed on some one else. 

The next obligation is to so direct 
the people immediately under super- 
vision so that skill, opportunity, and 
the will to work are developed. It is 
a definite obligation of the leader to 
develop on the part of his group the 
feeling, “I like to work for that 
man,” and to have those people come 
to the end of the year believing that 
they are better citizens and workers 
because they have been under the 


particular leadership which they have 
had. 


FaiR REMUNERATION ESSENTIAL 

The next obligation is to remuner- 
ate the personnel in relation to the 
value of their performance. That 
means that income must be estab- 
lished on the value of the work done 
rather than on what the market de- 
mands. That means that when indi- 
viduals have improved their perform- 
ance, they should receive financial 
recognition for so doing. 

The last obligation to be men- 
tioned here is that executives must 
accept full responsibility for the social 
effects of their decisions. They must 
realize that the operations for which 
they are responsible are a part of a 
community, a state, and a nation. 
Therefore, they cannot make deci- 
sions without taking into consideration 
the effects of those decisions upon the 
employees, the community, the stock- 
holders, and the consumers. 
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It is interesting to note that these 
particular obligations outlined here 
were developed by a group of execu- 
tives in this city. They met for a 
period of one week for the purpose 
of establishing them and of outlin- 
ing methods and procedures for their 
fulfillment. Therefore, they did not 
come out of academic textbooks; 
they did not come out of courses on 
foremanship; but they came from the 
practical experience of operating ex- 
ecutives. So much for theory. 

What methods can an individual 
who is supervising other people 
use to meet these obligations which, 
if properly fulfilled, will develop 
sound employee-employer relation- 
ships? Consider, if you will, a sim- 
ple formula which can be followed 
in any department, in any type of 
organization, regardless of the indus- 
try, the nationality, the race, or the 
creed. There is a formula which has 
been developed by those in supervi- 
sory positions and has been used suc- 
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cesfully. For purposes of clarification 
it will be presented as definite steps 
so that we might keep them clearly 
in our minds as the method itself un- 
folds. 


A FORMULA 

You men are controllers, financial 
men, and therefore I will refer to 
supervisors under your direction and 
clerks who are in turn under their 
direction. Picture in your mind some 
particular individual in your organ- 
ization and see if the following ob- 
servations about that individual are 
not true. 

Step one: That particular clerk 
would like to know exactly what you 
expect him to do. He would like to 
have his functions, responsibilities, 
and relationships clarified in writing 
so that there can be no confusion and 
no misunderstanding. That would 
seem to be a basis of sound rela- 
tionships between that clerk and you. 

Step two: That same individual 
would like to know what your concep- 
tion is of a job well done. In other 
words, he would like to have a standard 
of performance toward which he can 
direct his efforts. He would like to 
have you take each of his functions, 
as defined, and establish satisfactory 
performance for it. That means that 
he would be able to determine in 
his own mind when he is doing well 
and when he is not doing well. It 
would enable him to go home at 
night with the realization that he has 
satisfied the individual for whom he 
is working. It would seem that this 
would definitely contribute to a 
sound relationship. 

Step three: Having defined func- 
tions and established standards, the 
individual about whom you are 
thinking would like to have you, as 
his boss, tell him at periodic inter- 
vals where he stands in your estima- 
tion. Therefore, some method of per- 
sonal analysis is required whereby 
you can determine how that indi- 
dual’s actual performance compares 
with the standard that has been es- 
tablished. It means that, instead of 
going on from month to month with- 
out knowing where he stands with 
the management, he will have the 


answer every three or six months, 
according to what you determine to 
be desirable intervals. 


CORRECTING WEAKNESSES 

Step four: Having analyzed this in- 
dividual and having discovered his 
weaknesses and his strength, he 
would be glad to know that you have 
some plan for doing something to 
help him eliminate his weaknesses. 
Therefore, this step requires that 
you list the help and information 
needed by this individual in order 
that he may improve himself. It in- 
dicates that you are interested in his 
development and that you are about 
to provide a plan for it. 

Step five: Having listed the help 
and information required by this 
clerk, you would then determine the 
best source from which he could get 
it. Such sources are four in number: 
either you, yourself; or some special- 
ist in the company; or some special- 
ist from outside of the company who 
can be brought in; or some recog- 
nized institution of learning to which 
the individual may be sent. 

Step six: In order to put all of this 
into effect the last step requires that 
you establish a definite time schedule 
as to when the individual is to re- 
ceive this help and information. Con- 
ditions which we agree are desirable 
are not created by wishful thinking. 
Such conditions are brought about 
only by continuous, conscious, well- 
planned effort, and if definite times 
are not established, the effort is not 
made. 


APPLIED BY CONFERENCE METHOD 
The steps just mentioned are ap- 
plied by the conference method. 
Functions, standards of performance, 
methods of personal analysis are all 
established in discussions between 
you and the individual concerned. 
The man who is doing the job under 
consideration contributes as much, if 
not more, than you do. Where posi- 
tions are similar this can be done in 
groups. Where the subject material 
is the same for different positions it 
can likewise be done in groups. 
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The application of personal analy- 
sis and the determination of weak- 
nesses are done through personal 
interview between you and the in- 
dividual concerned. You do not reach 
final judgment until the person in 
question has had a chance to express 
himself. He can always present proof 
which will establish in your mind 
different conceptions of him than 
you would have if you did not dis- 
cuss his situation with him person- 
ally. 

If the weaknesses discovered 
through individual contact are found 
to be general with a group, then the 
help and information can be sup- 
plied to groups. Much of the re- 
quired information can be developed 
through the conference procedure, 
and specialists on the subject are not 
required. 

You men are dealing with figures; 
they are second nature to you. Un- 
doubtedly, you are conscious of the 
fact that figures are merely a record 
of the results of human effort. They 
are a Close-up of the performance of 
an entire organization which is made 
up of individual contributions. Every 
time you look at a column of figures 
you should see behind those figures 
human beings. 


A HuMAN Face Looks OUT 

This point may be illustrated by a 
recent incident which I experienced 
at a baseball game. I happened to be 
watching the scoreboard and on one 
of the panels of that board was a 
series of figures indicating the results 
of the opposing teams by innings. It 
just happened that as I was watching 
that particular panel, it was pushed 
back and a human face looked out. 
The same situation exists in your 
work because if you could only slide 
back the figures, a human face would 
be looking directly at you. 

Therefore, it is impossible to inter- 
pret figures without consideration of 
the human factor. It is impossible to 
improve what figures indicate to be 
the case without improving the 
human factor. In other words, this 
whole business in which you and I 
are interested is a human business, 
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NEW MEMBERS ELECTED 


At a meeting of the Executive Commit- 
tee of The Controllers Institute of America, 
held October 31, 1938, the applicants 
named below were elected to active mem- 
bership in The Institute: 


FERRON L. ANDRUS 
Forest Lawn Memorial Park Association, 
Inc., Glendale, California. 


H. E. ANGIER 
Conlon Corporation, Cicero, Illinois. 


WILLiAM M. Birs 
Waterbury Farrel Foundry & Machine 
Company, Waterbury, Connecticut. 


EpwIN C. BRENDTKE 
F. L. Jacobs Company, Detroit. 


HERBERT C. DAVIDSON 
Consolidated Edison Company of New 
York, Inc., New York City. 


G. E. FOosTER 
The Brooklyn Union Gas Company, 
Brooklyn. 


JAMES G. GIBSON 
Chevrolet Motor & Axle, Division of 
General Motors Corporation, Buffalo. 


PAUL L. JACOBY 
Ralston Purina Company, St. Louis. 


ALAN H. JOHNSTON 
California and Hawaiian Sugar Refining 
Corporation, San Francisco. 


CREIGHTON M. KONKLE 
Tennessee Coal, Iron and Railroad Com- 
pany, Birmingham, Alabama. 

Leo J. LYNCH 
Grand Union Tea Company, Chicago. 


DwiGHt A. Moore 
Wilshire Oil Co. Inc. and Affiliates, Los 
Angeles. 


WALTER L. RIMMELS 
Maynard, Oakley & Lawrence, New York 
City. 

HAROLD B. SELIGMAN 
Continental Carbon Company, New York 
City. 

E. E. STEVENS 
Harvard Club of New York City, New 
York City. 


HENRY Z. WALCK 
Oxford University Press, New York, 
Inc., New York City. 


EpwARD J. WHALEN 
Smith Lee Company, Inc., Oneida, New 
York. 


M. M. WoLtz 
Coast Manufacturing & Supply Company, 
Trevarno, Livermore, California. 


Have you had your copy of “Budget 
Methods and Procedures of Manufacturing 
Companies”? One dollar a copy, to non- 
members. 


MEETINGS OF CONTROLS 


Buffalo: — 
Topic: “Fair Labor Standards Act” 


At a meeting of the Buffalo Control on 
October 4, which was held at Hotel Stat- 
ler, Mr. A. Norman Graf, of the Ontario 
Biscuit Company, presented a digest of 
the Fair Labor Standards Act and Mr. 
Carroll R. Daugherty’s addres at the an- 
nual meeting of the Institute in New 
York. He also led the discussion which 
followed. A report of business statistics 
was given and discussed. Each individual 
then reported as to the general business 
outlook for the next few months and by 
far the majority of the reports were dis- 
tinctly favorable. 

Prior to the regular meeting of the Con- 
trol the Board of Directors met and dis- 
cussed principally the matter of member- 
ship. Some time was given to a discus- 
sion of the annual meeting in New York. 


Chicago: 
Topic: “Current Insurance Problems” 


A full program was arranged for the 
second fall meeting of the Chicago Con- 
trol which was held at Fred Harvey’s res- 
taurant on October 25. After dinner the 
time until eight o’clock was taken up by 
remarks from the chairman, introduction 
of members’ guests, introduction of new 
members, and greetings from Mr. Oscar 
N. Lindahl, a vice-president of The Insti- 
tute, and from Managing Director Arthur 
R. Tucker, who congratulated the Control 
upon its splendid representation at the 
annual meeting and reported on the gen- 
eral progress of The Institute. At eight 
o'clock Mr. Chase M. Smith spoke on 
“Current Insurance Plans.’’ Mr. Smith, an 
insurance attorney, is counsel to one of 
the largest Chicago companies and is 
thoroughly acquainted with casualty and 
fire insurance coverages. He pointed out 
some of the pitfalls to be avoided, ex- 
plained new coverages, and showed how 
substantial savings may be made and how 
existing coverages may be improved. The 
final half hour of the evening was de- 
voted to a technical discussion led by 
Chairman E. W. Burbott on “Compensa- 
tory Tax Reduction in Return for Volun- 
tary Profit Sharing by Corporations.” 

With the notice of the October meeting 
members received a monthly letter giv- 
ing the high lights of activities in the 
Control. Mention was made, for in- 
stance, of the success of the golf tourna- 
ment which was held on September 23 at 
Glen Oak Country Club, which was at- 
tended by thirty members and guests. The 
letter contained the announcement made 
at the meeting October 6 of the Control’s 
Board of Directors that President George 
D. E. McAninch had appointed two new 
committees—a Reception Committee and 
an Inter-Control Contact Committee. 
Further, an interesting report was given 
of the September 27th meeting of the 
Control which approximately sixty mem- 
bers attended. At that meeting Mr. James 
L. Palmer, on the executive staff of Mar- 
shall Field and Company, spoke force- 


fully and vividly on ‘The Controller as a 
Salesman.” Said Mr. Palmer, in part, 
“The (controller) function achieves its 
full importance only when the controller 
impresses management with the fact that 
his services in analysis and interpretation 
as well as in record-keeping are indis- 
pensable.” 


Cincinnati 
Topic: Motion Picture on Lead and 
Zinc Industry 
At a largely attended monthly meeting 
of the Cincinnati Control which was held 
at the Hotel Alms on October 11, Mr. 
Samuel Smickler, president of the Con- 
trol, gave a detailed outline of the an- 
nual meeting in New York. He then in- 
troduced Mr. Roscoe Seybold, president 
of The Controllers Institute, whose re- 
marks on the general activities and plans 
of The Institute, as well as some personal 
anecdotes, were very well received. The 
members were delighted to have Mr. Sey- 
bold with them and felt that his presence 
added greatly to the value of the meeting. 
At this point in the program the members 
and guests motored to the office of The 
Eagle Picher Lead Company, where a mo- 
tion picture on the lead and zinc industry 
was shown by Mr. William R. Dice, a 
member of the Control and vice-president 
of that company. Mr. Dice also arranged 
for one of the company’s men to give a 
complete history of the purpose and 
methods of ‘Home Insulation.” The ac- 
tivities lasted until long after ten o'clock 
and every one in attendance was well 
pleased with the evening. 


Cleveland: 


Topic: ‘Present Day Problems of In- 
dustrial Relations” 

Mr. H. L. Patch of the Standard Oil 
Company of Ohio, president of the Cleve- 
land Control, presided at the monthly 
meeting of the Control on October 11 at 
the Hotel Cleveland. He welcomed the 
twenty guests on behalf of the Control 
and turned the meeting over to Mr. H. P. 
Thornton, chairman of the Program Com- 
mittee, who introduced the speaker of the 
evening, Mr. Harold B. Bergen, who ad- 
dressed the members on ‘Present Day 
Problems of Industrial Relations.” Fol- 
lowing the address time was allowed for 
questions and discussion in which all 
joined. 


Detroit: 
Topic: “Building Proper Employee- 
Employer Relationship” 

Major Albert Sobey, who is head of 
the General Motors Institute of Technol- 
ogy, Flint, Michigan, and who directs 
training activity throughout the General 
Motors organization, presided at the 
monthly meeting of the Detroit Control 
on October 7, in the Silver Room of the 
Detroit Leland Hotel. He also explained 
the plan that is being followed through- 
out the organization. 

The principal speaker of the evening 
was Mr. Lawrence A. Appley, supervisor 
of education and training for the Socony- 
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Vacuum Oil Company, Incorporated. 
While his headquarters are at the New 
York office he devotes practically all of 
his time to traveling throughout the do- 
mestic operations of his company and also 
in its foreign operations in Europe. His 
address on “Building Proper Employee- 
Employer Relationship” was _ enthusias- 
tically received and appreciated by the 
members of the Control and their guests. 


District of Columbia: 
Topic: “The Controller Looks at the 
Hotel Operation” 

The regular monthly meeting of the 
District of Columbia Control was held at 
the Carlton Hotel on October 25. The 
program grew out of a suggestion made 
last year by Dr. Henry W. Sweeney, of 
the Farm Credit Administration, and a 
member of the local Control, that from 
time to time one of the members be 
called upon to describe thé problems met 
in his own company. The October meet- 
ing was set aside for this purpose and 
Mr. Humphrey Lloyd of Washington 
Properties, Inc. was selected to be the 
speaker of the evening. His subject was 
“The Controller Looks at the Hotel Op- 
eration.” 


Los Angeles: 
Topic: “The Scope of an Internal 
Audit” 

The October meeting of the Los 
Angeles Control was held at the Clark 
Hotel on October 20. Mr. Robert E. 
King, a member of the Control and con- 
troller of the Los Angeles Turf Club, Inc., 
presented a paper on “The Scope of an 
Internal Audit’’ and led the general dis- 
cussion of the various phases of this sub- 
ject. Mr. King is a certified public ac- 
countant of California and has had very 
wide experience in problems of this na- 
ture. 


Milwaukee: 

Topic: “Opportunities and Pitfalls 
Created by 1938 Federal Legisla- 
tion” 

Returning to its regular meeting place, 
the Milwaukee Control held its October 
meeting at the University Club on Octo- 
ber 11. Mr. George D. Spohn, attorney 
and tax consultant and former member of 
the Milwaukee Tax Commission, was the 
guest speaker. He gave an interesting ad- 
dress on “Opportunities and Pitfalls Cre- 
ated by 1938 Federal Legislation.” Mem- 
bers were urged to invite their tax men 
to accompany them to this meeting. The 
November meeting is being reserved for 
a round table discussion on taxes. 


New England: 
Topic: “The Relation of Costs to 
Selling Prices” 

The second fall meeting of the New 
England Control was held on October 25 
at the Bancroft Hotel, Worcester, Massa- 
chusetts. The speaker was Mr. E. Stewart 
Freeman, a member of the Control, and 
budget controller of the Dennison Manu- 


facturing Company, Framingham, Mass. 
Mr. Freeman built his address on ‘“The 
Relation of Costs to Selling Prices’ 
around the point that a “scientific selling 
price is something separate and distinct 
from an accumulation of costs plus a 
loading for profit.” Both his remarks and 
the discussion which followed brought 
out some stimulating and practical ideas. 
The meeting was open to guests. 


New York City: 
Topic: “The Wage-Hour Law” 


The first regular fall meeting of the 
New York City Control was held at the 
Park Central Hotel on November 3. The 
subject, “The Wage-Hour Law,” attracted 
a large attendance of members who lis- 
tened attentively to the speaker of the 
evening, Mr. Frank Rising, labor and 
management editor of “Business Week.” 
He is an expert on this subject and travels 
throughout the country talking with busi- 
ness men and others about their labor 
and management problems. He gets to 
Washington often and is close to many 
important men there, including Mr. An- 
drews, the administrator of the new law. 
A particularly important part of the 
meeting was the question and answer pe- 
riod. In response to his suggestion, sev- 
eral members sent in their questions in 
advance of the meeting. Members and 
visitors were intensely interested in the 
program. 


Philadelphia: 
Topic: “Corporate Taxation in Penn- 
sylvania—Past and Present” 

Twenty-eight members and seventeen 
guests attended the monthly meeting of 
the Philadelphia Control which was held 
at the Penn Athletic Club on October 6. 
Mr. Daniel H. Schultz of Leeds & 
Northup Company, president of the Con- 
trol, introduced to the membership Mr. 
J. Norvelle Walker, general auditor of 
the Royal Oil & Gas Corporation, a new 
member who was elected late last spring. 
Mr. Schultz expressed his appreciation of 
the wonderful turn-out of approximately 
twenty-five members of the Philadelphia 
Control who attended the annual meeting 
in New York. Mr. Verl. L. Elliott of the 
Atlantic Refining Company, last year’s 
president of the Control, received the con- 
gratulations and best wishes of his fellow 
members upon his election as a vice-presi- 
dent and director of The Institute. The 
chairman of the meeting was Mr. Allen L. 
Fowler of Day & Zimmerman, Inc., who 
introduced Mr. Raymond E. Evleth as the 
guest speaker of the evening. 

Mr. Evleth, tax consultant and former 
deputy secretary of revenue of the Com- 
monwealth of Pennsylvania, gave a most 
interesting and instructive address on 
“Corporate Taxation in Pennsylvania— 
Past and Present.” He also answered 
questions in an open forum which fol- 
lowed his address. After an expression 
of appreciation from the members to Mr. 
Evleth, the meeting was adjourned at 
9:35 P.M. 


Pittsburgh: 
Topic: “Our Changing World” 

The October meeting of the Pittsburgh 
Control was held at the William Penn 
Hotel on October 24. The speaker was 
Dr. Solomon B. Freehof, of the Rodef 
Shalom Congregation, Pittsburgh, whose 
subject was “Our Changing World.” 
Ordinarily he finds it necessary to decline 
to address local groups, so the members 
of the Pittsburgh Control acknowledged 
Dr. Freehof’s compliment by a large at- 
tendance at the meeting. 


Rochester : 


Topic: “The New Wage and Hour 
Law” 


A gratifying number of members and 
several guests attended the timely meet- 
ing of the Rochester Control which was 
held at the Rochester Club on October 
26. The subject was “The New Wage 
and Hour Law.’ There was no guest 
speaker at the meeting which was dis- 
tinctly a round table discussion. Mr. 
E. S. La Rose, secretary-treasurer of the 
Control, opened the discussion and each 
member stated the problem as it exists 
in his particular company. It was an un- 
usually interesting and informative dis- 
cussion. The members were very much 
pleased to have as a guest Mr. Louis W. 
Jaeger, secretary of the New York City 
Control. 


St. Louis: 
Topic: “The Federal Wage and 
Hour Law” 

The regular monthly meeting of the St. 
Louis Control was held at the Missouri 
Athletic Association on October 25. Mr. 
C. S. Cullenbine, director of industrial 
relation research of Associated Industries 
of Missouri, addressed the members on 
“The Federal Wage and Hour Law.” 


Syracuse: 
Topic: “Control of Distribution” 

A plan has been adopted by the Syra- 
cuse Control of having a different mem- 
ber act as a discussion leader at each 
meeting. The Program Committee ac- 
cordingly has presented to the members 
a program for the entire year of 1938-39, 
showing the date, the place, the subject, 
and the leader’s name. 

The second regular meeting of the year 
was held at the Industrial Club, Syracuse, 
on October 17. The subject for the eve- 
ning was “Control of Distribution.” This 
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was a continuation of the problem pre- 
sented by Mr. Hubert Balme last spring, 
so he directed the discussion in order to 
bring out all the opinions and factual 
help possible. It was a very interesting 
meeting. 


Twin Cities: 
Topic: “The Balance Sheet from a 
Banker’s Viewpoint” 

The program committee of the Twin 
Cities Control presented Mr. Clarence 
Chaney as a speaker for the meeting at 
the St. Paul Athletic Club on October 4. 
He is vice-president and credit manager 
of the Northwestern National Bank of 
Minneapolis and gave a most interesting 
address on “The Balance Sheet from a 
Banker’s Viewpoint.” 


Bridgeport: 
Topic: Informal Discussion 

A regular monthly meeting of the 
Bridgeport, Connecticut, Control was held 
at the University Club, Bridgeport, on 
October 5. Mr. L. M. Nichols, president 
of the Control and controller of General 
Electric Supply Corporation, presided. He 
read the annual report which he had pre- 
pared for the annual meeting of The In- 
stitute in New York, covering the activ- 
ities of the Control from the first meet- 
ing of organization held in June, 1937, to 
the date of the annual meeting. It was 
decided to recommend to the National 
Board of Directors of The Institute that 
the name of the Control be changed to 
“The Connecticut Control.” 

Although the meeting was informal, 
there being no guest speaker, it proved 
to be a very interesting and helpful one 
to those present. Mr. Nichols gave a 
digest of the notes he had made at the 
annual meeting on two subjects in par- 
ticular—Federal Taxes, and the Wages 
and Hours Act. Discussion was so lively 
that the meeting did not adjourn until 
about 10:15 P.M. 


EMPLOYMENT 


Immediately available, a financial execu- 
tive who has had unusual experience as 
controller of large drug company and also 
as assistant controller of manufacturing 
company with 20 factories and 200 
branches. Expert in all phases of cost and 
general accounting. Budgets, taxes, insur- 
ance and other functions performed by the 
controller. Also has had close contact with 
the Securities and Exchange Commission 
and other governmental bureaus. Refer- 
ences include chief executives of many of 
America’s most important corporations. 
“The Controller,” No. 133. 


Personal Notes 


Mr. J. E. M. Brown, who for several 
years has been connected with the Queens 
Borough Gas and Electric Company, re- 
cently was appointed chief examiner of 
accounts of the Federal Power Commis- 
sion in Washington. Mr. Brown has been 
a member of The Controllers Institute of 
America since May 27, 1935. 


Frank J. Carr Appointed Controller of 
American Steel and Wire 


Mr. Frank J. Carr has been appointed 
controller of American Steel & Wire 
Company, Cleveland, a subsidiary of 
United States Steel Corporation. Mr. 
Carr has been with American Steel & 
Wire Company since March, 1938, as as- 
sistant to the president. Announcement 
of his appointment as controller was 
made October 10, 1938. 

Mr. Carr was one of the organizers and 
the first president of The Controllers In- 
stitute of America. At that time he was 
controller of Aviation Corporation and 
subsidiaries. Previous to that time he 
had held a similar position with Hahn 
Department Stores. For four years, be- 
fore his engagement with American Steel 
& Wire Company, he was controller of 
Tennessee Valley Authority at Knoxville, 
Tennessee, the first controller of that cor- 
poration. 

Mr. Carr is a member of the Society 
for the Advancement of Management, 
and of the Cosmos Club of Washington, 
D. C. He was born at Batavia, Illinois; 
attended Wharton. School of Finance of 
the University of Pennsylvania and grad- 
uated in 1915 with a degree of B.S. in 
Economics. During the world war he 
was a lieutenant in the Ordnance Depart- 
ment of the United States Army. 

Mr. Carr has a wide acquaintance 
among members of The Controllers In- 
stitute of America, all of whom wish him 
well in his new position. 


Successful Employee Relationships 
(Continued from page 348) 
and the success of everyone of us de- 
pends upon the relationships which 
we establish with the human beings 
with whom we are in contact. 

Controllers, accountants, treasur- 
ers are providing a picture, in the 
form of figures, showing what is 
actually going on in the organization 
as a whole. As your company and 
mine roars and grumbles with ac- 
tivity and suddenly gives forth in 
productivity, the books record what 
is actually going on and we can study 
it at close range. 

The figures reflect the relationships 
that exist between employers and em- 
ployees. If the figures are not good, 
then it is your obligation and mine 
to draw the attention of management 
to the fact that some improvement in 
the human factor is required. If we 
can likewise supply management with 
a definite method as to how to im- 
prove the human factor, we will be 
making a most constructive contribu- 





tion to the development of sound 
employee-employer relationships with- 
in Our respective organizations. 


More Congratulations on Successful Meeting 


“Permit me to congratulate you on the 
success of the recent annual conference, 
which undoubtedly was the best The In- 
stitute has ever held. The future of The 
Institute looks very bright” .... From 
V. L. Elliott, Atlantic Refining Company. 








PHOTO COPIES 


Protect Valuable Documents 


Controllers know the importance of protect- 
ing valuable documents against loss or fire. 
Why risk loss of originals when photo copies 
will serve same purpose and permit originals 
to be filed in vault? Factories, banks, insur- 
ance companies and other businesses find it 
economical and efficient to install a Rectigraph 
for copying records of all kinds. 

The Rectigraph illustrated above is a ma- 
chine for making photographic reproductions 
of documents, photographs, maps, drawings, 
handwritten or printed, at actual, reduced or 
enlarged sizes. These are known as Photo 
Copies. They may be negatives (white figures 
on black background) or positive (black figures 
on white background) as required. Prints as 
large as 18 x 24 inches or as small as a postage 
stamp can be made. Photo copies are accepted 
as legal evidence and have proven their worth 
in many law suits. 

Without obligation may we present data to 
show the application of the photo copy process 
to your special business? Write today: 


Rectigraph Division of 


THE HALOID COMPANY 


701 Haloid St., Rochester, N. Y. 
Branch Offices in Principal Cities 











KEEP A 


FIRM GRIP 


ON FACTS AND FIGURES 
BY LONG DISTANCE 





You need never let facts and figures 

get out of hand... with Long Distance 

telephone service always at your elbow. 

Controllers, in their exacting task of 

checking on all departments, turn more 

and more to Long Distance to help keep 

a firm grip on their data and to learn 

Greate what’s going on in many places at one 
time over a widespread territory. 

Long Distance is fast, direct, com- 
prehensive .. . and truly economical. 
And controllers, appreciating its value 
in their own work, look with 
favor on its judicious use 


throughout their organization. 

















oud Smokes Oeil 
Accountin 
Waste... 


Scene in the Accounts Receivable Department where Sundstrand 
Class A Accounting Machines provide speed, dependability and 
complete mechanical control over accuracy. 


HERE’S not much you can teach 

the Axton-FisherTobaccoCompany 
about making good cigarettes. And 
there’s mighty little, too, you can show 
them about cutting accounting costs. 
Let Treasurer C. Palmer Parker tell you 
in his own words about one of their 
latest short cuts to economy. 

“During October, 1936, we installed 
two Sundstrand Class A accounting ma- 
chines. 

‘Each machine handles approxi- 
mately 3,500 customers’ accounts. 

“Prior to the installation of these ma- 
chines, all of our posting was done by 


hand. Under the present ar- 

rangement two employees 

do the work and at the close 

of business each day, the 
customers’ accounts are in agreement 
with the control account. This proce- 
dure is of material assistance to the 
Credit Department in analyzing and 
preparing statements.” 

No matter what your particular ac- 
counting problem may betheright solu- 
tion is sure to be found if you have your 
accounting staff get together with 
Underwood Elliott Fisher. Three com- 
plete lines of machines with a variety 


Underwoo 


ELLIOTT FISHER ACCOUNTING MACHINES 


COPYRIGHT 1938, UNDERWOCD ELLIOTT FISHER COMPANY 
This is the Sundstrand Class A Accounting Machine. Features: electric 


operation, automatic balances, direct subtraction, only ten figure keys, 
line proof and air-cushioned tabulation. 


of models in each enable Underwood 
Elliott Fisher to equip you for a com- 
plete accounting job... maintain your 
books in daily balance, keep up-to-the- 
minute facts constantly on tap and in 
general, give youa better, more econom- 
ical accounting job. Every Underwood 
Elliott Fisher Machine is backed by 
nation-wide, company-owned service 
facilities. 

Telephone our nearest Branch or 
write for full particulars today. 


Accounting Machine Division 

UNDERWOOD ELLIOTT FISHERCOM PANY 
1ccounting Machines, Typewriters, Adding Machines, 

Carbon Paper, Ribbons and other Supplies 
One Park Avenue, NewYork,N.Y. . 

Sales and Service Everywhere 

Underwood Elliott Fisher 

Speeds the World's Business 








counting 
Payicll ACH unting 
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ACCOUNTING 
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Above are a few of the booklets prepared by the Commercial Research 
Department of the International Business Machines Corporation 


Important Facts Behind 
INTERNATIONAL BUSINESS MACHINES 


To develop more effective means of serving all | This department is working in cooperation with 

forms of business, the International programof __ banks and trust companies, utility companies, oil 

progress calls for constant study and research. companies, wholesalers, retailers, transportation 
International representatives fully realize that companies, manufacturers, insurance companies, 

every individual business presents an individual and many other forms of business, as well as 

management problem—there is no one panacea federal, state, county and municipal governments. 

for all. In the World Headquarters Building, 

therefore, a special department, known as the 

Commercial Research Department, is continu- 

ally working toward the improvement of ac- 

counting and statistical methods and machines. 


INTERNATIONAL 
SUCHIN? 


Business Machines Corporation 


World Headquarters Building, 590 MADISON AVENUE, NEW YORK, N. Y. A section of the Commercial Research Department, International Business Machin2s 
Branch Offices IN PRINCIPAL CITIES OF THE WORLD World Headquarters Building, New York, N. Y. 





